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THE  PRESIDENT'S  BUDGET  PROPOSALS  FOR 

FISCAL  YEAR  1994 


MONDAY,  MARCH  1,  1993 

House  of  Representatives, 

Committee  on  the  Budget, 

Washington,  DC. 

The  committee  met,  pursuant  to  call,  at  2:25  p.m..  Room  210, 
Cannon  House  Office  Building,  Hon.  Martin  Olav  Sabo,  Chairman, 
presiding. 

Members  present:  Representative  Sabo,  Blackwell,  Pomeroy, 
Kasich,  Miller,  and  Smith  of  Michigan. 

Chairman  Sabo.  The  House  Budget  Committee  will  come  to 
order.  I  have  an  opening  statement  I  will  put  in  the  record. 

[The  prepared  statement  of  Hon.  Martin  Olav  Sabo  follows:] 

Prepared  Statement  of  Hon.  Martin  Olav  Sabo,  a  Representative  in  Congress 

FROM  the  State  of  Minnesota 

Welcome.  The  House  Budget  Committee  is  called  to  order  to  continue  our  review 
and  analysis  of  President  Clinton's  economic  package. 

Today  we  are  joined  by  a  panel  of  economists  who  are  prepared  to  discuss  and 
respond  to  questions  regarding  the  economy  and  the  Clinton  proposal.  Welcome,  and 
I  look  forward  to  hearing  from  each  of  you. 

Since  President  Clinton  unveiled  his  bold  economic  proposals  on  February  17, 
much  of  the  economic  news  has  been  good.  Long  term  interest  rates  have  declined. 
This  has  reduced  the  cost  of  credit  to  individuals  and  businesses  and  freed  up 
income. 

There  has  been  an  advance  in  business  investment  in  new  equipment,  a  pick-up  in 
the  pace  of  housing  construction,  and  an  increase  in  exports.  More  significantly,  the 
GDP  growth  rate  in  the  fourth  quarter  of  last  year  was  the  highest  we  have  seen  in 
five  years.  Clearly,  things  are  looking  up. 

However,  serious  concerns  remain.  Most  economists  expect  the  growth  rate  to  sub- 
side to  about  three  percent.  They  also  seem  to  agree  that  the  recovery  is  sub-par 
and  that  lay-offs  and  other  factors  will  continue  to  be  a  drag  on  growth. 

In  particular,  the  economy  still  seems  incapable  of  producing  a  significant  net 
gain  in  jobs — unemployment  remains  stubbornly  high.  I  can't  seem  to  open  a  news- 
paper without  reading  about  another  major  U.S.  corporation  announcing  the  termi- 
nation of  thousands  of  well-paying  jobs.  These  jobs,  it  appears,  are  being  replaced  by 
jobs  in  the  relatively  low-paying  service  sector,  which  now  employs  27  percent  of  the 
American  workforce,  up  from  19  percent  in  1979. 

Overlaying  these  concerns  is  the  fact  that  the  typical  full-time  worker  had  no  real 
growth  in  weekly  earnings  from  1980  to  1991,  and  that  the  real  incomes  of  the  work- 
ing poor  have  actually  declined. 

Today,  I  would  like  to  hear  your  views  on  what  must  be  done  to  sustain  the  bud- 
ding economic  recovery. 

How  significant  is  the  ongoing  unemployment  problem?  Does  it  represent  a  struc- 
tural change  we  should  be  concerned  with?  Will  under-employment  be  a  significant 
factor  in  America's  economic  future?  What  should  be  done  to  help  ensure  that  work- 
ing Americans  will  have  access  to  jobs  that  will  allow  them  to  support  themselves 
and  their  families? 

(1) 


I  would  also  like  to  hear  your  views  on  the  current  condition  of  the  economy  and 
on  the  Clinton  economic  proposal.  Have  we  reached  a  self-perpetuating  recovery, 
and,  if  not,  will  the  Clinton  proposal  help  us  achieve  one?  What  are  the  alterna- 
tives? And,  what  are  the  dangers  of  doing  nothing  at  all? 

Thank  you  for  coming  today,  and  I  look  forward  to  hearing  your  views  and  in- 
sights. 

Chairman  Sabo.  We  welcome  you  and  look  forward  to  your  com- 
ments on  the  task  the  committee  has  in  front  of  us — the  task  the 
Congress  has  in  front  of  it — to  deal  with  the  President's  proposal, 
which  is  ultimately  related  to  what  happens  with  the  economy,  and 
we  appreciate  having  you  with  us  today. 

Dr.  Sinai  has  a  plane  problem  and  will  be  joining  us  shortly. 
John,  do  you  have  any  comments? 

Mr.  Kasich.  Thank  you.  I  am  glad  that  both  of  you  are  here 
today  and  I  hope  that  Dr.  Sinai  can  get  here.  We  look  forward  to 
your  testimony  on  the  impact  of  this  plan  on  the  economy,  and  will 
show  that  different  people  will  see  the  same  things  in  different 
ways,  I  would  conclude.  But  I  look  forward  to  your  testimony. 

Thank  you,  Mr.  Chairman. 

Chairman  Sabo.  Thank  you,  Mr.  Kasich. 

I  guess  for  lack  of  a  better  process,  we  will  go  alphabetically.  Dr. 
Chimerine? 

STATEMENT  OF  DR.  LAWRENCE  CHIMERINE,  RADNOR 
CONSULTING  SERVICES 

Dr.  Chimerine.  Thank  you,  Mr.  Chairman.  I  am  delighted  to  be 
back,  and  welcome  to  you,  Mr.  Chairman.  I  don't  know  whether  I 
should  congratulate  you  or  show  some  sympathy  for  the  fact  that 
you  have  now  assumed  the  chairmanship  of  this  committee.  But 
you  must  be  doing  a  good  job;  you  have  only  had  the  job  for  a 
month  or  so  and  there  is  more  chance  for  some  meaningful  reduc- 
tion now  than  any  time  in  recent  years. 

I  have  submitted  a  fairly  lengthy  statement  for  the  record  and  I 
will  try  to  summarize  it  very  briefly. 

There  are  really  three  issues  I  would  like  to  cover.  Number  one, 
do  we  need  an  economic  program?  There  are  some  who  are  skepti- 
cal about  whether  or  not  we  need  a  government-led  economic  strat- 
egy or  program  to  stimulate  the  economy.  Secondly,  an  evaluation 
of  President  Clinton's  proposal,  and  thirdly,  what  impact  it  will 
have  on  the  economy. 

If  I  can  begin  with  the  first  issue  that  I  raised,  in  my  judgment, 
we  do  need  a  multidimensional  new  economic  program  designed  to 
address  three  particular  economic  issues.  Number  one,  to  provide 
some  stimulus  in  the  short-term.  Number  two,  to  address  some  se- 
rious long-term  problems,  particularly  what  in  my  view  is  wide- 
spread underinvestment  in  the  United  States.  And  thirdly,  at  the 
same  time,  a  program  which  will  deal  with  the  budget  deficit.  I 
think  all  of  us  would  probably  agree  that  current  projections  are 
absolutely  frightening  regarding  future  deficits. 

Let  me  start  first  with  the  current  state  of  the  economy.  We 
have  had  two  decent  quarters.  The  third  and  fourth  quarters  of  last 
year  showed  some  reasonable  growth,  and  again,  as  I  mentioned 
earlier,  there  are  some  who  are  using  that  as  an  argument  against 
an  economic  program.  They  argue  that  the  economy  is  recovering 


on  its  own,  we  have  a  healthy  economy  and  we  don't  need  any 
short-term  stimulus. 

I  disagree  with  that  conclusion  for  a  number  of  reasons.  First, 
these  two  quarters  of  moderate  growth  followed  SV2  years  of  eco- 
nomic stagnation.  Overall  economic  performance  over  the  last  4  or 

5  years  has  been  extremely  poor,  despite  the  last  two  quarters. 
Secondly,  it  is  doubtful  whether  or  not  the  momentum  in  the  last 

6  months  or  so  will  continue.  In  fact,  some  of  the  information  I  am 
getting  indicates  that  the  economy  is  already  moving  to  a  lower 
growth  path,  particularly  during  February,  when  the  retailers  and 
auto  dealers  were  reporting  somewhat  weaker  traffic.  And  the  re- 
ports I  am  getting  from  some  of  the  major  exporters  indicate  that 
export  orders  are  slowing,  particularly  orders  coming  in  from 
Europe  and  Japan,  where,  as  all  of  you  here  know,  there  are  siza- 
ble recessions  under  way. 

Thirdly,  we  are  not  creating  any  jobs.  Recovery  or  no  recovery, 
job  growth  has  been  anemic.  The  level  of  jobs  in  this  country  is  still 
far  below  the  peak  before  the  downturn  began,  and  even  though 
the  economy  has  been  expanding  for  a  while,  the  number  of  new 
jobs  being  created  is  very,  very  tiny.  And  the  evidence  I  have  is 
that,  at  this  point,  there  is  still  no  meaningful,  significant  improve- 
ment in  the  job  market. 

And  finally,  this  recovery  is  fragile.  It  is  not  only  already  slow- 
ing, but  there  are  some  sizable  risks,  especially  if  we  are  moving 
into  a  worldwide  recession  that  will  be  deeper  than  any  of  us  now 
expect,  or  secondly,  if  confidence  erodes.  In  my  judgment,  some  of 
the  improvement  in  the  economy  over  the  last  4  or  5  months  re- 
lates to  a  pickup  in  confidence  around  election  time,  which  has  en- 
couraged some  people  to  spend  more  again. 

But  in  view  of  some  big  layoffs  that  have  been  announced  by 
very  well-known,  visible  companies  recently,  and  perhaps  now 
some  concern  about  the  economic  program  or  other  issues,  confi- 
dence could  erode.  In  fact  over  the  past  month  or  2,  it  appears  as  if 
it  has  slipped  back  a  little  bit  already. 

So,  in  my  view,  some  small  stimulus  package  designed  to  buy 
some  insurance  against  the  risk  that  the  recovery  will  fade  out 
again,  much  like  it  has  done  two  or  three  times  already  in  recent 
years,  is  certainly  worthwhile,  as  long  as  it  is  cost-effective;  as  long 
as  it  doesn't  add  too  much  to  the  deficit,  and  as  long  as  it  involves 
programs  that  will  contribute  to  the  long-term  health  of  the  econo- 
my as  well,  not  just  short-term — not  consumer  oriented  tax  cuts, 
for  example,  that  would  stimulate  consumer  spending  for  a  brief 
period,  but  not  address  our  long-term  problems  simultaneously. 

Secondly,  I  did  mention  the  long-term  problems,  and  again  there 
are  some  who  are  making  reference  to  what  has  been  a  pickup  in 
productivity  over  the  last  6  months  as  an  argument  that  we  don't 
need  an  economic  program  to  deal  with  our  long-term  problems. 
Our  long-term  problems  in  my  view  are  number  one,  a  weak  trend 
in  productivity  growth  that  we  have  had  for  almost  the  last  20 
years;  secondly,  across-the-board  underinvestment  in  this  country, 
compared  both  with  historical  periods  as  well  as  perhaps  more  im- 
portantly compared  with  most  of  our  foreign  competitors,  and  I  am 
including  corporate  investment  in  plant  and  equipment,  I  am  in- 
cluding   public    investment    in    infrastructure,    R&D    investment, 


which  has  stagnated  in  recent  years — and  again,  we  have  fallen 
behind  some  of  our  major  competitors — and  human  resources,  the 
quality  of  education,  job  training  and  so  forth. 

All  of  these  measures  of  investment  have  either  been  stagnant  or 
have  declined  over  the  last  10  years,  and  in  most  cases,  we  lag  our 
major  foreign  competitors  substantially. 

Obviously,  as  a  result  of  this,  living  standards  have  been  stag- 
nant in  this  country  for  a  long  period.  A  fairly  large  segment  of  the 
population  in  fact  has  experienced  declining  living  standards.  But 
as  I  mentioned  a  moment  ago,  for  the  last  6  months  or  so,  produc- 
tivity seems  to  have  picked  up  and  we  are  hearing  people  argue 
that  the  economy  is  now  healthy  again,  that  the  long-term  prob- 
lems have  been  solved  and  we  really  don't  need  a  new  economic 
program. 

I  find  that  very  difficult  to  accept,  particularly  since  what  we  are 
probably  getting  is  nothing  more  than  a  short-term  cyclical  re- 
bound in  productivity.  And  it  is  also  coming  at  the  expense  of  jobs. 
We  need  improvements  in  productivity  that  happen  at  the  same 
time  that  we  create  new  jobs,  much  like  in  the  1950's  and  1960's. 

In  the  1980's,  we  created  a  lot  of  new  jobs,  but  most  of  them  were 
low-paying  jobs  and  productivity  was  stagnant,  so  living  standards 
didn't  rise.  In  the  last  6  months,  we  have  had  an  upturn  in  produc- 
tivity, but  at  the  expense  of  jobs.  We  need  both  simultaneously, 
and  the  economy  is  not  strong  enough,  nor  the  underlying  funda- 
mentals favorable  enough  in  my  judgment,  to  produce  that  without 
more  investment  on  a  long-term  basis. 

Thirdly,  we  need  a  credible  program  to  reduce  or  eliminate 
budget  deficits.  Every  credible  projection  that  I  have  seen  indicates 
that  the  deficit  will  remain  in  the  $300  billion  a  year  range  for  the 
next  4  or  5  years,  start  increasing  as  we  move  through  the  end  of 
the  decade,  and  become  significantly  larger  as  we  move  through 
the  next  decade,  even  including  the  social  security  surpluses.  If  we 
go  20  or  30  years  ahead,  the  problem  becomes  absolutely  frighten- 
ing. 

We  are  not  going  to  grow  our  way  out  of  this,  and  all  of  the  ra- 
tionalizations and  budgetary  myths  that  were  used  to  support  indif- 
ference and  neglect  in  the  1980's,  I  think,  have  been  proven  wrong. 
We  need  meaningful  program  changes,  meaningful  policy  changes 
to  put  these  deficits  on  a  downward  trend  at  the  same  time  we  ad- 
dress the  other  two  issues — increasing  public  and  private  invest- 
ment and  providing  some  short-term  stimulus. 

So  I  think  we  do  need  a  comprehensive  multidimensional  eco- 
nomic program.  And  the  next  question  becomes  whether  or  not  the 
Clinton  program  measures  up.  In  my  judgment,  it  is  credible.  Some 
of  the  numbers  can  be  questioned,  and  I  will  get  back  to  that  in  a 
moment.  But  in  my  view,  compared  with  the  budgets  that  we  have 
seen  over  the  last  12  years,  this  is  a  very  credible  plan  with  mini- 
mal smoke  and  mirrors  and  optimistic  assumptions  and  fraudulent 
budgeting  and  everjd:hing  else  we  saw  in  the  last  10  years.  And  I 
think  it  will  move  us  in  all  the  three  directions  discussed  a  few  mo- 
ments ago. 

It  does  provide  a  modest  amount  of  short-term  stimulus,  and  does 
so  in  a  way  that  will  not  bust  the  budget,  either  short  term  or  long 
term.  Some  of  the  programs  included  in  that  short-term  stimulus 


are  desirable  for  other  reasons.  They  will  reduce  some  of  the  pain 
and  hardship  in  the  system;  they  will  promote  various  investment 
objectives. 

Secondly,  if  this  program  is  adopted,  in  my  view,  it  will  lead  to 
higher  levels  of  public  and  private  investment  on  a  long-term  basis, 
which  is,  as  I  said  earlier,  necessary.  And  thirdly,  it  has  some 
meaningful  deficit  reduction,  and  most  of  it  is  spelled  out  with  spe- 
cific policy  changes  designed  to  bring  that  about  instead  of  just  tar- 
gets or  spending  ceilings  or  other  techniques  that  were  used  in  the 
past  that  proved  to  be  ineffective. 

It  is  not  a  perfect  program.  Of  course  we  all  have  a  different  defi- 
nition of  what  a  perfect  program  is.  But  if  it  were  up  to  me  and 
this  program  came  to  me  to  vote  yes  or  no,  I  would  vote  yes  rather 
than  no,  because  it  is  the  best  thing  we  have  on  the  table.  It  moves 
us  in  the  right  direction,  although  I  will  suggest  in  a  few  moments 
some  possible  modifications  that  in  my  view  will  make  it  even 
more  effective. 

I  would  like,  before  I  do  that,  just  to  spend  a  moment  or  two  to 
discuss  some  of  the  arguments  that  are  being  made  against  the  pro- 
gram, over  and  above  the  one  I  made  earlier,  namely  the  view  that 
some  people  express  that  we  don't  need  an  economic  program  of 
this  type  anyway.  Some  of  the  other  arguments  we  are  hearing 
center  primarily  on  the  spending  cut/tax  increase  issue.  There  are 
some  in  particular  who  believe  we  don't  need  any  tax  increases  at 
all. 

I  think  I  can  do  arithmetic  pretty  well,  and  in  my  judgment, 
there  is  no  way  possible  to  come  anywhere  near  close  to  eliminat- 
ing these  budget  deficits  without  some  revenue  increases.  Had  we 
done  it  5  years  ago,  perhaps  it  would  have  been  possible. 

But  by  allowing  these  entitlements  to  continue  to  grow  at  an  un- 
believable rate  and  reach  the  levels  they  are  already  at,  and  of 
course  projected  levels  are  worse,  and  secondly,  by  not  dealing  with 
the  problem  and  allowing  the  problem  to  feed  on  itself  through  the 
explosion  in  interest  expense;  basically  what  we  did  is  a  leveraged 
buy-out  of  the  Federal  Government  in  the  1980's — we  have  put 
spending  levels  so  much  higher  than  they  were  before  that  there  is 
no  realistic  way,  using  realistic  assumptions,  in  my  judgment,  that 
we  can  eliminate  these  deficits  without  some  tax  increases. 

The  argument  I  read — or  the  implication  I  read  from  some,  that 
all  we  have  to  do  is  take  a  few  more  school  lunches  out  of  the 
budget  or  cancel  one  more  B-1  bomber  or  B-2  bomber  and  we  can 
solve  the  problem  is  a  huge  simplification  and  exaggeration.  The 
arithmetic  does  not  support  that. 

I  have  heard  similar  arguments,  like  the  real  problem  is  on  the 
spending  side,  because  if  you  look  at  tax  revenues  as  a  share  of 
GNP,  they  are  the  same  as  they  were  10  or  20  years  ago,  it  is 
spending  that  is  higher.  That  is  true.  But  it  sort  of  implies  that  the 
tax  cuts  of  the  1980's  have  not  contributed  to  the  deficit.  They 
have. 

The  only  reason  total  revenues  as  a  share  of  GNP  are  still  where 
they  were  10  or  20  years  ago  is  because  of  the  huge  social  security 
tax  increase  we  put  in  place  in  the  1980's,  which  has  added  more 
than  1  percent  to  GNP  from  social  security  taxes.  Without  that  and 
without  some  of  the  other  tax  increases,  revenues  as  a  share  of 


GNP  would  be  far  below  where  they  were  earlier.  We  are  supposed 
to  be  saving  these  social  security  taxes  to  pay  out  in  benefits  in  the 
future  when  the  baby  boomers  retire,  rather  than  using  them  as 
we  have  done  in  recent  years  to  camouflage  the  true  extent  of  our 
budget  deficits, 

I  also  hear  the  argument  that  if  we  raise  taxes,  it  is  just  going  to 
encourage  more  spending — we  are  going  to  spend  it  all  and  not  cut 
the  deficit.  I  strongly  disagree  with  that  argument.  In  the  last  10 
years,  new  spending  programs  have  not  been  the  reason  why  the 
deficits  have  gone  up.  Quite  the  contrary.  On  a  net  basis,  there 
have  been  sizable  spending  cuts,  particularly  in  the  nondiscretion- 
ary,  nondefense  area.  And  in  fact,  in  10  out  of  the  last  12  years,  the 
Congress  has  appropriated  less  money  for  discretionary  programs 
than  has  been  asked  for  in  the  administration  budgets. 

Yes,  some  of  this  came  about  by  cutting  defense  more  than  the 
administration  wanted,  offsetting  a  part  of  it  with  increased  social 
spending,  but  on  a  net  basis,  congressional  spending  has  not  ex- 
ceeded budget  requests  over  the  last  10  years.  The  problem  on  the 
spending  side  is  the  uncontrollable  entitlements  and  interest,  not 
massive  new  programs  that  have  been  added. 

There  is  another  related  argument  which  I  have  heard  repeated- 

I  think  President  Reagan  was  fond  of  saying  if  you  want  your 
children  to  spend  less,  cut  their  allowance.  Well,  at  least  in  the  old 
days,  kids  couldn't  borrow.  That  was  before  the  permissive  1980's 
when  kids  were  sent  credit  cards  in  the  mail  unsolicited,  along 
with  dogs  and  cats  and  whatever. 

I  think  we  have  learned  the  lesson  that  in  the  1980's,  people 
must  have  been  delighted.  They  got  all  their  tax  cuts,  and  they 
kept  all  their  benefits.  Why  would  anyone  complain?  In  my  view,  if 
you  want  to  cut  spending,  you  raise  taxes.  You  make  people  pay  for 
these  programs  and  then  they  will  start  to  question  them,  and  I 
think  we  are  already  beginning  to  see  that. 

So  every  one  of  the  arguments,  the  major  arguments  that  have 
been  used  against  this  program  because  it  includes  some  tax  in- 
creases, I  think,  don't  hold  water,  and  in  my  judgment  are  not  the 
reasons  to  vote  against  this  program.  And  even  the  related  argu- 
ment that  we  need  more  spending  cuts,  which  I  share,  I  mean  I 
think  we  have  passed  the  point  of  cliches  and  "I'll  love  you  in  the 
morning"  and  "the  check  is  in  the  mail,"  it  is  up  to  those  people  to 
be  specific  regarding  what  kind  of  spending  cuts.  If  they  are  good 
and  can  be  added  to  the  program,  all  the  better.  But  in  my  judg- 
ment, that  is  not  a  reason  to  vote  against  this  program. 

Now,  I  am  assuming  that  Congress  will  make  some  modifications 
as  it  goes  through  the  legislative  process.  And  I  will  make  one  or 
two  quick  comments  on  that  and  just  a  few  suggestions  about  what 
some  changes  might  be,  and  then  I  will  quit.  First,  I  suggest  you  do 
it  as  fast  as  possible.  I  realize  there  is  a  huge  disagreement  right 
now  about  how  to  handle  the  whole  program,  but  there  are  three 
reasons  to  do  it  quickly  and  to  enact  whatever  you  are  going  to 
enact  as  soon  as  you  can. 

First,  you  want  to  lock  in  these  declines  in  long-term  interest 
rates  that  seem  to  be  related  to  the  expectation  we  are  going  to 
have  some  deficit  reduction.  Secondly,  you  want  to  avoid  the  uncer- 


tainty  caused  by  flip-flopping — one  week  it  looks  good,  one  week  it 
doesn't  look  good,  one  week  this  change  is  suggested,  etc.  The  last 
thing  you  want  now  is  6  months  of  uncertainty  where  the  markets 
and  individuals  try  to  outguess  the  program  and  delay  commit- 
ments or  investments. 

Thirdly,  if  we  need  some  short-term  stimulus,  we  might  as  well 
get  it  out  there  as  soon  as  we  can.  Doing  it  6  months  or  12  months 
from  now  won't  be  as  useful  and  desirable  as  it  would  be  if  it  was 
put  in  place  quickly.  So  I  suggest  you  do  it  as  fast  as  you  can,  and  I 
suggest  that  if  you  are  going  to  make  changes,  you  add  or  subtract 
to  the  program,  not  go  through  every  line  item  and  modify  it,  be- 
cause that  is  going  to  just  lengthen  the  process. 

Now,  if  you  do  make  changes,  what  do  I  suggest?  I  think  they 
fall  into  three  or  four  areas.  First,  I  think  the  actual  deficit  reduc- 
tion we  are  going  to  get  from  this  program  is  less  than  the  admin- 
istration has  estimated,  not  because  they  have  widely  inflated  any 
of  the  numbers,  but  I  think  historically  when  we  introduce  new 
programs,  they  tend  to  cost  more  than  the  original  estimates  would 
suggest,  and  there  are  a  number  of  new  programs  in  here. 

Secondly,  not  all  the  spending  cuts  have  been  specified,  and  a  le- 
gitimate concern  is  that  some  of  these,  you  know,  administrative 
cuts  and  improvements  in  efficiency  and  whatever,  might  not  fully 
materialize.  And  thirdly  and  perhaps  more  importantly,  we  are 
going  to  see  some  changes  in  behavior  as  a  result  of  the  tax  in- 
creases. 

For  example,  raising  marginal  tax  rates  as  much  as  the  adminis- 
tration is  proposing  will  probably  shift  some  income  away  from  or- 
dinary income  to  capital  gains  through  tax  shelters,  or  executives 
taking  more  stock  options  and  less  salary,  and  a  number  of  things 
like  this.  Plus,  this  program  is  likely  to  slow  the  economy  over  the 
intermediate  term,  which  will  also  hold  back  tax  receipts. 

So  in  my  judgment,  if  you  look  4  to  5  years  out,  when  the  admin- 
istration is  expecting  on  an  annual  basis  140  billion  or  so  in  deficit 
reduction,  I  think  100  to  120  is  a  more  realistic  estimate.  Which 
means  I  don't  think  we  are  doing  enough  on  deficit  reduction,  both 
during  that  period,  and  secondly  beyond  5  years,  because  unless 
there  are  additional  measures  adopted,  the  deficits  will  start  rising 
again  late  in  the  decade  and  into  the  next  decade. 

Secondly,  I  would  much  prefer  for  the  revenues  to  be  raised  by 
broadening  the  tax  base  and  eliminating  tax  preferences  where  we 
can,  instead  of  just  tax  rate  increases.  I  will  give  you  some  of  my 
favorite  examples  in  a  moment. 

Thirdly,  going  back  to  more  spending  cuts  in  order  to  reduce  the 
deficit  further,  I  think  it  is  about  time  we  faced  up  to  the  fact  that, 
unless  we  address  the  entitlements,  our  ability  to  eliminate  these 
deficits  is  limited.  And  I  would  suggest  that  the  spending  cuts  be 
focused  primarily  on  the  health  and  pension  programs,  all  of  them: 
Social  security,  medicare,  medicaid,  government  employee  pensions 
and  veterans  benefits  and  so  forth. 

Finally,  in  my  judgment,  the  incentives  for  private  investment  in 
this  program  are  inadequate  and  have  to  be  bolstered. 

In  particular,  to  address  these  problems,  I  would  suggest  the  fol- 
lowing: First,  I  think  we  are  either  going  to  have  to  means  test 
most  of  these  entitlement  programs  or  speed  up  the  retirement  age, 
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which  is  now  scheduled  to  go  to  67  I  guess  in,  30  years  or  so.  That 
is,  speed  up  the  retirement  age  for  full  benefits.  The  savings  will 
not  be  substantial  over  the  next  4  or  5  years  but  at  least  we  will 
start  addressing  the  deficit  problem  beyond  that,  and  if  we  do 
enough,  perhaps  we  can  even  save  some  money  3  and  4  years  out. 

To  the  extent  we  can  find  some  more  nondefense,  nonentitlement 
areas  to  make  some  additional  cuts,  whether  it  is  the  supercollider 
or  the  space  station,  etc.  I  think  we  ought  to  address  those  as  well. 
But  in  my  view,  most  of  it  has  to  come  from  the  entitlements. 

I  mentioned  base  broadening  a  few  moments  ago.  I  would  rather 
limit  or  eliminate  the  interest  deduction  on  mergers,  acquisitions 
and  LBOs  and  other  corporate  deductions,  such  as  a  ceiling  on  ad- 
vertising expenditures  and  others,  rather  than  raise  the  corporate 
tax  rate.  In  my  judgment,  when  you  put  this  entire  program  to- 
gether, between  the  increase  in  the  corporate  tax  rate  and  the  fact 
that  many  corporations  will  only  get  an  investment  tax  credit  on  a 
temporary  basis,  we  are  not  significantly  reducing  the  cost  of  cap- 
ital for  the  private  sector. 

If  we  need  more  investment  in  the  long  term,  and  that  is  an  ab- 
solute must,  I  would  strongly  encourage  a  number  of  things  which 
don't  penalize  new  investment,  and  instead  raise  revenues  by  pe- 
nalizing activities  that  are  not  as  productive. 

By  the  way,  along  those  lines,  I  think  we  ought  to  have  a  broader 
capital  gains  tax  cut  than  the  administration  proposed.  I  would 
suggest  implementing  a  sliding  scale  tax  structure.  If  we  signifi- 
cantly raise  the  rate  on  short-term  gains  and  scale  it  back  the 
longer  the  asset  is  held,  we  will  be  promoting  patient  capital  by 
shifting  the  decision-making  process  toward  long-term  investments. 
I  think  that  would  not  only — help  generate  more  investment,  but 
more  long-term  productive  investment. 

There  is  a  legitimate  concern  in  the  Congress  that  if  you  cut  the 
deficit  even  more  rapidly,  that  this  might  slow  the  economy  too 
much.  None  of  us  can  be  sure  what  the  optimal  path  for  deficit  re- 
duction is.  We  are  all  hoping  for  lower  interest  rates,  and  the  Fed 
to  be  accommodative  as  an  offset.  But  given  high  debt  levels  and 
already  low  short-term  interest  rates,  it  is  not  entirely  clear  how 
much  Fed  offset  we  can  get,  so  the  fiscal  drag  may  be  enough  to 
dramatically  slow  the  economy. 

I  would  suggest  some  kind  of  a  safeguard  built  into  the  legisla- 
tion so  if  economic  growth  slows  down  too  much  at  any  given  time, 
the  next  year's  installment  of  deficit  reduction  that  is  built  into  the 
legislation  gets  delayed  a  little  bit  or  scaled  back  until  the  economy 
is  stronger  and  can  absorb  it. 

Finally,  one  of  your  concerns  is  what  it  will  do  to  the  economy. 
In  my  judgment,  there  is  no  way  to  avoid  at  least  a  small  amount 
of  restraint  or  fiscal  drag.  We  have  been  deleveraging  the  private 
sector  over  the  past  several  years;  that  is  one  of  the  main  reasons 
we  have  had  this  long  period  of  stagnation.  Deleveraging  the  public 
sector  is  going  to  do  the  same,  and  on  a  net  basis,  on  a  3-  or  4-year 
time  horizon,  this  is  going  to  slow  the  economy  somewhat. 


But  in  my  view,  lowering  these  deficits,  freeing  up  more  of  our 
savings  to  finance  more  investment  and  putting  in  the  appropriate 
incentives  for  private  investment  and  shifting  our  priorities  in  gov- 
ernment away  from  consumption  toward  pubHc  investment,  in  my 
judgment,  will  strengthen  the  economy  as  we  move  late  into  this 
decade  and  through  the  next  decade. 

Thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Dr.  Lawrence  Chimerine  follows:] 
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LAWRENCE  CHIMERINE,  Pb.D. 

SENIOR  ECONOMIC  COUNSELOR,  DRI/MCGRAW-HILL 
FELLOW,  ECONOMIC  STRATEGY  INSTITUTE 


My  name  is  Lawrence  Chimerine.  I  am  currently  a  Senior  Economic 
Counselor,  Data  Rfiso\irces/McGraw-Hill,  inc.,  and  a  FeUow  at  the  Economic 
Strategy  Institute.  I  appreciate  the  opportunity  to  again  testify  before  the 
House  Budget  Comminee,  on  the  Administrauon's  economic  program.  In 
sum,  my  views  are  as  follows. 

1).  The  country  needs  an  economic  plan  which  will  simultaneously 
address  three  issues-the  need  for  some  short-term  stimulus  to  insur« 
that  the  recent  upturn  in  the  economy  continues,  a  change  in 
government  priorities,  coupled  with  incentives  for  the  private  sector, 
to  reverse  years  of  public  and  private  underinvestment;  and  significant 
deficit  reduction  to  prevent  what  would  be  sizable  increases  in  the 
already  unacceptably  high  Federal  deficit. 

2).  In  my  opinion,  the  Administrations  proposal  would  move  the  country 
in  the  right  direction  in  all  of  these  areas.  While  the  estimates  of 
some  spending  cuts  or  tax  revenue  effects  may  be  overstated,  it  is 
nonetheless  an  honest  and  creditable  plan  to  address  our  problems, 
without  the  use  of  optimistic  assumptions,  smoke  and  mirrors,  etc.  It 
does  provide  for  some  short-term  stimulus  in  a  cost  effective  manner 
that  would  not  biasi  the  budget  in  the  short-term  while  being 
consistent  with  our  long-term  needs  and  objectives;  it  would 
significantly  increase  government  investment  as  well  as  produce  some 
inaease  in  investment  by  the  private  sector;  and  it  would  produce 
significant  deficit  reduction,  particularly  in  the  mid-  1990's.  Thus,  if 
it  were  to  come  down  to  a  yes  or  no  vote,  I  would  urge  the  Congress 
to  adopt  this  program. 

3).  If,  however,  modifications  are  made,  I  would  suggest  a  bolder 
approach  that  would  include  some  additional  spending  cuts  to 
produce  additional  deficit  reduction,  especially  since  the  actual  deficit 
reduction  fi-om  the  Administration's  program  may  turn  out  to  be 
somewhat  less  than  is  now  being  projected.  Any  additional  cuts 
should  be  concentrated  in  the  entitlement  programs,  in  my  view,  by 
further  means-testing  many  or  all  of  the  health  and  pension  programs, 
and  by  speeding  up  the  increase  in  the  retirement  age  for  full  benefits. 
Some  additional  cuts  in  non-entitlement  programs  shoxild  also  be 
considered.  In  addition,  I  think  it  is  time  for  the  country  to  increase 
pressure  on  other  covmtries  to  help  finance  some  of  the  costs  of  their 
defense  that  are  now  being  incurred  by  the  United  States,  especially 
since  most  of  these  countries  have  been  pushing  us  for  years  to  adopt 
stror^g  deficit  reduction  measures.  Furthermore,  I  believe  the 
investment  incentives  should  be  strengthened  by  making  the 
investment  tax  credit  larger  and  by  making  it  permanent  for  all 
companies.  Finally,  I  think  a  reduction  or  elimination  of  various  non- 
productive tax  preferences  should  replace  some  of  the  rate  increases, 
particularly  the  corporate  tax  increase.  For  example,  I  would  prefer 
to  reduce  or  eliminate  the  deduction  for  interest  on  mergers, 
acquisitions  and  leveraged  buy-outs,  as  well  as  other  corporate 
deductions,  in  place  of  that  rate  increase. 
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4).       I  would  urge  the  Congress  to  act  quickly  on  the  package  in  order  to: 
a).       get  the  stimulus  into  the  economy  as  soon  as  possible; 
b).       lock  in  the  recent  declines  in  long-term  interest  rates; 
c).       prevent  the  uncertainty  that  would  be  created  by  a  long  debate 
on  specific  provisions  of  the  package. 

5) .  I  remain  dead  set  against  enactment  of  a  balanced  budget  amendment, 
particularly  if  it  appears  that  significant  deficit  reduction,  with  specific 
policy  changes  as  in  the  President's  proposal,  will  be  enacted. 

p/j  ^  ^Fn  A  ^fEW  ECONOMIC  PLAN? 

Many  economists  and  others  are  Jirguing  against  the  Administrauons 
program  not  on  the  specifics,  but  are  against  it  because  they  do  not  see  a 
need  for  such  a  program.  They  argue  that  the  economy  is  already  recovering 
on  its  own;  that  productivity  has  picke  \  up  significantly  in  recent  quaners; 
that  the  U.S.  remains  the  most  product  e  country  in  the  world;  that  the  U.S. 
is  in  fact  now  outgrowing  Germany  an  Japan;  that  the  recent  increases  in 
U.S.  exports  indicate  that  our  competitive  problems  have  largely  been 
addressed;  and/or  die  budget  deficit  is  an  overstated  problem.  In  my 
judgement,  these  arguments  are  flawed  and/or  misleading--the  U.S.  economy 
is  far  from  healthy  and  continues  to  have  serious  problems  that  require  a 
significant  change  in  economic  policy. 

As  a  starting  point,  it  should  now  be  clear  to  everyone  that  instead  of 
a  normal  recession,  the  United  States  has  experienced  a  long  period  of 
economic  stagnation  in  recent  years.  This  great  stagnation  of  the  1990s  has 
been  caused  by  a  number  of  ftictors.  First,  many  of  the  forces  of  economic 
growrth  during  the  1980s,  such  as  the  huge  military  buildup,  the  construction 
boom,  the  dramatic  up-leveraging  of  the  economy,  a  massive  inflow  of 
foreign  capital,  tax  cuts  we  could  not  afford,  loose  lending  standards,  etc., 
have  been  at  least  partly  reversed  in  recent  years,  thus  holding  back 
economic  grov^.  Secondly,  the  underlying  fundamentals  for  long  term 
growth  have  deteriorated-in  particular,  both  saving  and  investment  rates 
have  declined;  trend  productivity  growoh  has  been  poor;  U.S.  competitiveness 
in  world  markets  has  deteriorated  badly;  the  quality  of  education  in  the  U.S., 
particularly  at  the  elementary  and  secondary  levels,  has  fallen;  etc.  Thus,  as 
the  forces  of  growth  of  the  1980s  have  been  reversed,  we  have  had  nothing 
to  take  their  place  because  we  did  not  build  for  the  future. 

There  are  five  facton  that  I  believe  have  been  most  responsible  for 
extending  the  process  of  stagnation,  and  thus  for  preventing  a  meaningful 
sustairiable  upturn  during  the  last  several  years  despite  the  optimistic 
forecasts  whid:  have  been  prevalent. 

First,  the  private  sector  has  been  in  the  midst  of  a  trend  toward 
deleveraging  that  began  several  years  ago.  This  ongoing  deleveraging  has 
been  an  obvious  iLniting  factor  on  economic  growth,  especially  in 
comparison  to  the  1980's  when  the  increased  willingness  to  borrow 
contributed  as  much  as  a  half  to  one  percent  per  year  to  the  growth  rate.  It 
has  shown  up  particularly  in  reduced  demand  for  debt-sensitive  products, 
such  as  autos,  other  consumer  durables,  housing,  capital  goods,  and 
inventories. 

Secondly,  a  significant  disinflation  trend  has  been  occurring  in  the 
United  States.  This  is  most  evident  in  dec  ining  property  values,  in  extremely 
weak  commodity  prices,  in  slower  ?  -ovrth  in  wage  rates,  and  most 
importantly,  in  the  difficulty  that  mos    companies  in  most  industries  are 
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having  in  raising  prices  (many  have  been  forced  to  cut  prices).  This  trend 
toward  disinflation  has  been  the  result  of  many  factors,  including  widespread 
excess  capacity,  intense  domestic  and  foreign  competition,  efforts  to  improve 
productivity,  and  buyers  resistance.  The  effect  of  price  restraint  and  vftak 
volumes  in  most  industries  has  been  to  cause  revenues  in  a  large  number  of 
companies  to  be  extraordinarily  weak-many  have  reponed  revenue  declines 
for  the  first  time  in  many  decades.  This,  coupled  with  the  absence  of  any 
meaningful  recovery,  has  been  causing  the  most  widespread  cost-cutting  in 
the  corporate  sector  that  has  been  experienced  in  many  years.  This  has  been 
taking  many  forms,  including  additional  efforts  to  cut  inventories,  cutbacks 
in  capital  spending,  wage  freezes,  benefit  cutbacks,  and  mostly,  an 
extraordinarily  high  rate  of  job  terminations.  All  of  these  are  further 
restraining  economic  activity--the  layoffs  are  doing  so  in  two  ways,  by 
reducing  household  income,  and  by  causing  widespread  anxiety  regarding  job 
security  (which  has  caused  consumer  confidence  to  remain  low) . 

Thirdly,  widespread  cost  cutting  also  reflects  the  sizeable  deterioration 
in  U.S.  competitiveness  in  world  markets  during  the  late  1970s  and  1980s. 
Many  companies  are  being  forced  to  cut  costs  to  offset  the  elimination  of 
their  productivity  advantages  in  order  to  remain  competitive.  While  this 
may  be  beneficial  in  the  long  nm,  it  amoimts  to  a  tradeoff  between  foreign 
deinand  and  domestic  demand  in  the  short  run. 

Fourth,  the  budget  imbalances  at  state  and  local  governments  have 
also  become  a  major  constraint  on  the  economy.  In  particular,  disinflation 
and  poor  income  grovrth  are  restraining  state  and  local  government  tax 
receipts  at  a  time  when  rising  medical  costs,  higher  wages  for  government 
employees,  federally  mandated  program  increases,  etc,  are  causing 
expenditures  to  rise.  The  result  has  been  the  largest  fiscal  imbalance  at  the 
state  and  local  government  level  since  the  depression-this  in  turn  has  led  to 
widespread  expense  reductions  (including  layoffs)  and  higher  taxes. 

Fifth,  the  construction  and  military  booms  of  the  1980s  have  given 
vray  to  sharp  declines  in  these  sectors-these  are  not  only  large  sectors,  but 
they  have  high  domestic  multipliers  because  of  limited  import  leakage, 
causing  a  sizeable  negative  effect  on  overall  activity. 

Following  the  long  period  of  stagnation,  the  economy  has  dearly 
picked  up  in  recent  months.  The  faster  pace  of  economic  activity  is  evident 
in  the  national  income  accounts-currentiy  available  data  indicate  a  more 
than  4%  rate  of  growth  in  real  GDP  during  the  second  half  of  last  year.  The 
improvement  was  heavily  concentrated  in  retail  activity,  with  expenditures 
for  furniture,  household  appliances,  apparel,  and  other  goods  leading  the 
way.  Traditional  department  stores,  discount  chains,  and  niche  retailers  all 
shared  in  this  tiimaround--it  appears  to  have  begun  in  early  September,  and 
except  for  a  brief  lull  in  November,  has  continued  ever  since.  Housing  has 
also  been  trending  up. 

Any  assessment  of  the  durability  of  the  recent  upturn  obviously 
depends  on  the  underlying  driving  forces.  In  particular,  it  appears  that  the 
initial  factors  were  very  untraditional,  such  as  the  late  Labor  Day,  which 
shifted  some  school-related  spending  from  August  into  September,  and 
Hurricane  Andrew,  which  was  followed  by  a  surge  in  spending  to  replace 
items  damaged  or  lost.  However,  continued  strong  sales  in  December  and 
January  cannot  be  completely  explained  by  these  factors.  It  appears  that  a 
significant  improvement  in  consumer  confidence,  primarily  reflecting 
expectations  (or  hope)  that  the  new  Administration  will  address  our 
economic  problems  and  help  create  a  sounder  basis  for  future  economic 
growth,  coupled  with  the  enormous  pent-up  demand  for  many  goods 
following  several  very  lean  years,  and  purchasing  power  freed  up  by  debt 
refinancing,  are  primarily  responsible  for  the  higher  spending  levels. 
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However,  there  are  a  number  of  reasons  to  suggest  that  the 
acceleration  In  economic  growth  in  the  second  half  of  last  year  is  not  likely 
to  be  followed  by  even  stronger  growth,  and  thus  a  more  traditional 
recoveiy,  during  1993.  Consumer  spending  in  particular  is  likely  to  slow 
somewhat  in  the  months  ahead,  for  the  following  reasons: 

While  chain  store  sales  been  strong,  other  indicators  of  consumer 
spending  have  improved  far  more  modestly.  These  include  auto  sales, 
restaurant  meal  consumption,  household  airline  travel,  etc. 

There  is  a  significant  chance  that  consimier  attitudes  will  fall  back 
again  if  the  job  market  does  not  improve  significantly,  especially  in 
light  of  recent  announcements  by  many  large  companies  of  new 
layoffe  and  job  eliminations,  and/or  if  confidence  in  the  political 
system  begins  to  wane. 

While  credit  card  usage  has  jumped  sharply  in  the  last  several  months, 
it  is  premature  to  conclude  that  the  deleveraging  of  the  household 
sector  is  over.  Debt  service  has  dropped  sharply  because  of  widespread 
refinancing,  but  the  stock  of  consumer  debt  relative  to  income  remains 
relatively  high.  The  econometric  evidence  indicates  that  outstanding 
debt  may  be  at  least  as  significant  in  impacting  spending  panems  as 
are  debt  servicing  costs. 

Income  growth  remains  relatively  weak,  reflecting  the  minuscule 
growth  in  jobs  as  well  as  the  continued  deceleration  in  average  wage 
growth  (reflecting  both  wage  restraint  and  the  ongoing  shift  to  lower 
paying  jobs).  Unless  job  growth  begins  to  accelerate  very  soon,  there 
wijl  simply  not  be  enough  income  to  support  significantly  higher 
spending  levels.  And  with  continuing  cuts  in  defense  jobs;  with 
construction  employment  still  flat  at  best;  with  Federal,  State  and 
Local  governments  all  still  constrained  by  sizeable  budget  imbalances; 
and  v^th  the  health  care  sector  (which  has  been  the  major  source  of 
new  jobs  in  recent  years)  already  beginning  to  anticipate  health  care 
cost  controls  which  might  limit  their  new  hiring,  a  major  acceleration 
in  job  creation  in  the  period  ahead  is  not  likely. 

The  reduced  withholding  on  Federal  income  taxes  during  1992  will 
result  in  either  smaller  refunds  or  bigger  tax  payments  for  many 
individuals  this  spring. 

In  addition  to  the  likelihood  that  these  factors  will  hold  down  the 
growth  in  consumer  spending,  it  seems  virtually  certain  that  export  growth 
will  contribute  far  less  to  overall  economic  growth  during  1993  than  in 
recent  years.  This  of  course  reflects  the  recessions  which  are  now  underway 
in  much  of  Western  Eiirope  and  Japan.  Germany  in  particular  is  in  the  midst 
of  a  sizeable  decline  in  economic  activity,  caused  primarily  by  still  high 
interest  rates.  And,  given  the  lag  in  production  and  employment  cuts  relative 
to  the  decline  in  spending,  some  significant  declines  in  output  are  likely  in 
Japan  in  the  months  ahead.  While  U.S.  exports  to  Latin  America  and  some 
other  regions  will  continue  to  grow,  weak  markets  in  Japan,  Germany,  and 
most  other  indiistrialized  countries  vriH.  cause  a  significant  offset,  resulting 
in  only  marginal  growth  in  overall  expons  at  best.  This  appears  to  be 
confirmed  by  weakness  in  the  order  books  of  many  major  exporters  during 
the  last  several  months. 

Economic  growth  will  also  be  constrained  by  the  continuing  drag 
caused  by  several  of  the  longer  term  factors  discussed  earlier,  such  as  the 
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downsizing  of  defense  spending,  the  continued  weakness  in  commerical 
construction,  still  cautious  bank  lending,  etc.,  all  of  which  will  prevent  the 
normal  contribution  to  economic  recovery  from  several  sectors  of  the 
economy.  And,  while  inventories  are  relatively  low,  this  reflects  a  deliberate 
effon  on  the  part  of  many  U.S.  businesses  to  conserve  capital,  to  cut 
financing  costs,  and  to  avoid  holding  too  much  inventory  in  a  deflationary 
environment  (real  long  term  interest  rates  for  producers  of  most  commodities 
and  other  goods  are  still  extraordinarily  high) -thus,  inventories  are  at  best 
a  neutral  factor  in  the  economic  outlook. 

On  balance,  therefore,  I  continue  to  believe  that  the  most  likely 
scenario  for  the  period  ahead  remains  very  subdued  grov^,  or  a  half-speed 
recovery.  In  fact,  I  expect  economic  growth  during  the  four  quarters  of  1993 
to  be  somewhat  lower  than  during  the  second  half  of  last  year,  probably  in 
the  2.5  •  3.0%  range  . 

My  own  view  thus  remains  that  a  modest,  cost-effective  stimtilus 
package  is  still  desirable  because,  as  mentioned  earlier,  it  is  unlikely  that  the 
economy  wiU  strengthen  considerably  on  its  own.  Furthermore,  in  view  of 
how  sharply  the  economies  of  Germany  and  Japan  are  weakening,  the  risk 
of  a  global  recession  is  increasing -some  insurance  against  that  risk  seems 
appropriate.  In  addition,  as  mentioned  earlier,  the  job  market  remains  very 
weak,  and  it  appears  that  some  fiscal  stimulus  might  be  helpful  in  producing 
new  jobs.  Finally,  the  weakness  in  the  job  market  is  causing  significant 
hardship  and  pain  for  many  individuals  and  families,  requiring  some  short 
term  actions  to  ease  those  hardships. 

I  believe  significant  changes  are  needed  in  our  long-term  economic 
policies  as  well.  The  ultimate  goal  of  any  effort  to  restore  economic  health 
is  to  raise  living  standards  for  the  vast  majority  of  the  population,  and  in  so 
doing,  significantly  improve  prospects  for  the  next  generation.  This  can  only 
be  accomplished  by  achieving  a  much  higher  rate  of  productivity  growth  than 
the  less  than  one  percent  average  between  1973  and  1991.  An  acceleration 
in  productivity  growth  is  also  vital  for  a  number  of  other  reasons.  First,  it 
is  clear  that  the  major  factor  in  the  loss  of  international  competitiveness  of 
the  United  States  has  been  an  erosion  of  the  productivity  advantages  that 
most  U.  S.  industries  previously  enjoyed.  This  has  resulted  not  only  in  the 
loss  of  U.S.  market  share  in  an  increasing  number  of  global  industries,  and 
enormous  trade  deficits,  but  has  created  downward  pressure  on  the  number 
of  high-paying  manufacturing  jobs,  and  on  average  wages,  all  of  which  have 
reduced  real  wages  and  living  standards  for  many  Americans.  Secondly,  the 
lack  of  significant  productivity  growth  in  many  non-tradable  sectors  has  also 
prevented  any  meaningful  improvement  in  living  standards  for  workers  in 
those  industries-only  if  productivity  picks  up  can  this  trend  be  changed. 
Finally,  only  a  meaningful  improvement  in  productivity  growth  can  produce 
the  necessary  economic  growth  to  enable  us  to  address  the  serious  social 
problems  which  exist  in  this  coimtry,  including  drug  abuse,  illiteracy,  crime, 
social  decay,  etc. 

It  is  important  to  note  that  what  is  reqiiired  is  not  merely  a  one-time 
increase  in  productivity,  such  as  has  occurred  in  many  companies  as  a  result 
of  staff  cutbacks  or  closure  of  relatively  inefficient  plants,  or  a  cyclical 
recovery  in  productivity  such  as  now  appears  to  be  taking  place.  What  is 
needed  is  an  acceleration  in  the  trend  in  productivity  growth,  or  repetitive 
year-after-year  gains  in  productivity,  such  as  this  county  experienced  in  the 
first  thirty  years  after  World  War  II,  and  such  has  been  occurring  in  Japan 
and  many  other  coimtries.  And  it  must  be  economy-wide-improvements  in 
productivity  in  some  industries  which  take  place  primarily  as  a  result  of 
outsourcing  and  other  measures  which  shift  the  problem  elsewhere  will  not 
effectively  solve  most  of  our  problems.     Finally,  it  is  also  imponant  that 
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accqjtable  gains  in  productivity  take  place  in  a  relatively  fully  employed 
economy -Improvements  in  ejffidency,  or  dovmsizing,  which  reduce 
employment  in  some  industries  (as  is  now  occuiiing)  is  only  acceptable  in 
an  environment  where  the  demand  for  labor  is  rising  sufficiently  in  other 
existing  or  new  industries  to  keep  the  economy  fully  employed. 

What  is  most  dlsmrbing  is  that  it  is  difficult  to  expect  productivity 
growth  to  accelerate  on  a  trend  basis,  and  our  relative  competitiveness  to 
improve,  in  light  of  the  following: 

Our  net  investment  rate  is  half  of  Japan's,  and  far  below  that 
of  other  major  competitors. 

Chir  national  saving  rate  is  at  a  record  low  level,  despite 
the  so-called  supply-side  savings  incentives. 

Our  business  sector  is  highly  leveraged,  which  is  causing 
additional  downvrard  pressure  on  non-defense  R  and  D 
(which  has  akeady  fallen  below  the  rates  In  Japan  and 
Germany). 

Declining  SAT  scores  and  other  measures  show  that  the  qiiality 
of  education  at  the  elementary  and  secondary  school  levels 
continues  to  deteriorate,  falling  further  below  our  n^jor 
competitors. 

Our  infrastructure  continues  to  decay,  reflecting  the 
neglect  of  the  1980'$. 

No  systemized  effort  is  underway  to  improve  job  training  and 
provide  the  needed  skills  for  the  1990's. 

I  thus  strongly  believe  that  a  national  economic  plan  to  restore  trend 
productivity  growth,  competitiveness,  and  improving  living  standards  is 
absolutely  essential;  these  will  not  materialize  without  such  a  plan.  The 
iocus  should  be  as  followrs: 

a) .  To  significantly  increase  the  amount  of  productivity-enhancing 
investment  so  that  the  capital  stock  per  employee,  in  both 
4UAlity  anA  quantitv.  will  tiesin  to  approacK  nur  mAtor  foreizn 
coinpctitorsj 

b).  To  bring  about  a  dramatic  improvement  in  the  skills  of  our 
work  force,  both  by  improving  the  quality  of  public  education, 
and  increasing  public  and  private  job  training; 

c).  To  reverse  the  slide  in  United  States  technological  superiority 
by  beefing  up  basic  research,  and  by  speeding  up  the  process 
by  which  new  technological  breakthroughs  are  translated  into 
new  products  and  into  higher  productivity. 

d).  To  repair  and  modernize  our  infrastructure,  especially  in 
communications  and  transportation,  to  help  the  private  sector 
become  more  productive. 

Policies  to  reverse  the  underinvestment  of  the  1980s  must  be 
accompanied  by  a  meaningful  program  to  dramatically  reduce  the  budget 
defidt.  The  defidt  outlook  at  the  present  tinae  can  only  be  described  as 
frightening-current  projections  show  that  the  unified  budget  defidt  vrill  drop 


16 


only  marginally  below  $300  billion  per  year  by  the  middle  of  the  decade. 
Furthermore,  deficits  are  likely  to  begin  rising  again  as  we  approach  the  end 
of  the  decade,  even  with  the  inclusion  of  sizable  surpluses  in  the  Social 
Security  trust  fund-when  these  trust  fund  surpluses  begin  to  be  paid  out  in 
benefits  early  in  the  next  century,  the  unified  deficit  is  likely  to  skyrocket 
unless  steps  are  taken  to  reverse  current  trends. 

This  outcome  is  unacceptable.  It  should  now  be  clear  that  these 
enormotis  deficits  do  matter.  They  have  already  begun  to  slowly  suck  the 
vitality  out  of  the  U.S.  economy  by  squeezing  out  productive  investment, 
keeping  real  interest  rates  extraordinarily  high,  increasing  our  dependence 
on  foreign  capital,  reducing  the  effectiveness  of  fiscal  policy  as  a  stabilization 
tool,  and  by  creating  pressures  on  those  Federal  programs  that  are  needed 
to  help  build  our  economy  for  the  future.  In  my  view,  the  urgency  to  reduce 
the  deficit  is  even  greater  now  than  it  was  in  previous  years,  for  the 
foUovtring  reasom: 

1).  Personal  savings  have  declined  in  the  1980's,  despite  the 
supply-side  incentives,  thus  reducing  the  supply  of  domestic 
savings. 

2).  The  flow  of  capital  from  Japan,  Germany,  and  other  parts  of 
the  world,  which  helped  fund  our  deficits  in  the  1980's  when 
we  were  the  world's  major  capital  importer,  has  slowed 
dramatically.  This  is  resulting  from  the  fact  that  many  of  those 
countries  are  no  longer  generating  siirpluses  to  the  sanxe 
degree  as  they  were  previously,  and  because  other  parts  of  the 
world  have  become  large  capital  importers  as  well. 

3).  As  discussed  earlier,  it  is  clear  that  reversing  the  weak  trend  of 
productivity  and  improving  our  international  competitiveness 
will  require  substantial  increases  in  private  investment.  High 
real  long-term  interest  rates,  caused  largely  by  massive  deficits 
at  a  time  of  lower  domestic  savings  and  a  reduced  inflow  of 
foreign  capital,  vwll  only  dampen  such  investment,  exactly  the 
opposite  of  what  is  needed. 

In  effect,  the  Federal  deficit  must  be  gradually  reduced  in  order  to  free 
up  more  of  our  limited  savings  to  finance  private  investment,  and  to  further 
reduce  real  long-term  interest  rates. 

In  sum,  a  new  economic  program  is  badly  needed  for  the  following 
reasons: 

a).  A  continuing  recovery  in  the  near-term  if  far  from  certain-if 
anything,  there  are  some  signs  that  the  economy  may  be 
already  slowing  somewhat  from  the  pace  of  late  1992. 

b).  It  is  far  too  premature  to  conclude  that  the  long-term 
fundamentals  have  improved.  Our  saving  rate,  investment 
rate,  quality  of  education,  etc.,  are  still  far  below  those  of  our 
major  foreign  competitors,  and  in  most  cases  are  far  below 
earlier  levels  in  the  U.S..  Furthermore,  while  U.S.  exports  have 
improved  in  recent  years,  much  of  this  has  resulted  froin  cost 
cutting,  a  weaker  dollar,  and  our  own  stagnation--this  is  not 
the  way  to  eliminate  trade  imbalances  over  time  in  a  way  that 
will  simultaneously  improve  living  standards.  Furthermore, 
our  trade  deficit  is  beginning  to  widen  again. 
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c).  One  or  rwo  quarters  of  improved  productivity  growth  Is  not 
sufficient  to  project  a  new,  more  favorable  trend. 
Furthermore,  the  upturn  in  productivity  is  coming  at  the 
expense  of  jobs-what  is  needed  is  both  job  creation  and 
accelerated  productivity  growth  simultaneously. 

d).  Although  the  budget  deficit  might  be  somewhat  lower  this  year 
than  expected,  the  long  term  trend  is  still  extremely  poor. 

Thus,  the  economy  is  far  from  healthy.  It  is  still  operating  at  a  very 
low  level,  not  creating  a  significant  amount  of  new  jobs,  and  has  very 
uncertain  long  term  prospects 

EVALUATION  OP  THE  QJNTQN  PROGRAM 

In  my  judgement,  the  program  proposed  by  the  new  Administration 
would  move  the  economy  in  the  directions  outlined  above.  It  would  provide 
a  modest  amoimt  of  stimulus  in  the  shon  term  (if  it  is  enacted  prompdy), 
and  do  so  vidthout  significant  increases  in  either  short  or  long  term  deficits. 
It  raises  spending  for  several  programs,  and  provides  funding  for  new 
programs,  which  will  significantiy  increase  public  investment  on  an  ongoing 
basis.  It  also  provides  some  incentives  to  stimulate  private  investment. 
Finally,  it  would  clearly  produce  significant  deficit  reduction,  particularly  in 
the  1996  ■  1997  time  frame,  further  bolstering  the  prospects  for  private 
investment  by  freeing  up  more  of  our  savings  to  finance  such  investment,  and 
by  lowering  the  cost  of  doing  so.  Thus,  if  it  comes  down  to  a  yes  or  no  vote 
on  the  program,  I  would  strongly  urge  the  Congress  to  approve  it. 

I  would  especially  reject  the  arguments  that  are  now  being  made  to 
scrap  the  program.  First,  there  are  still  some  who  have  concluded  that  the 
total  package,  or  parts  of  it  such  as  such  as  the  short  term  stimulus 
measiires,  are  not  needed  because  the  economy  is  returning  to  health  on  its 
own-I  addressed  this  issue  above.  Secondly,  some  argue  against  the 
program  on  the  grotmds  that  it  does  not  contain  enough  spending  cuts-while 
there  is  some  merit  in  this  argument,  those  that  make  it  ought  to  come  forth 
with  additional  spending  cuts,  rather  than  using  this  as  ain  excuse  to  vote 
against  iL  Thirdly,  some  argue  against  it  because  it  includes  tax  increases- 
those  who  are  against  any  tax  increases  are  defying  the  laws  of  arithmetic 
because  there  is  no  practical  way  of  coming  even  close  to  eliminating  futiire 
budget  deficits  without  some  revenue  increases.  The  assertion  that  the 
problem  is  not  on  the  revenue  side  because  tax  revenues  have  actually 
increased  as  a  result  of  the  tax  cuts  of  the  early  1980's  is  utterly  ridiculous. 
Both  personal  and  corporate  income  tax  collections  as  a  share  of  income  and 
profits  respectively  are  well  below  where  they  were  a  decade  ago-total  tax 
revenues  are  roughly  at  the  same  ratio  to  GNP  only  became  of  the  big 
increase  in  Social  Seciuity  taxes  enacted  in  the  mid-1 980's,  and  because  of 
other  tax  increases  enacted  along  the  way.  Fourth,  some  are  arguing  that 
these  tax  increases  will  not  reduce  the  deficit  because  they  will  lead  to  higher 
speiwling-however,  it  has  become  increasingly  clear  in  recent  years  that  if 
the  ultimate  objective  is  to  reduce  spending,  the  way  to  accomplish  that  is 
to  raise  taxes  in  order  to  make  people  pay  for  the  programs  that  are  in  place. 
This  will  likely  (and  probably  already  is)  lead  to  increased  questioning 
regarding  the  need  for  these  programs,  and  will  ultimately  produce  more 
pressure  to  cut  spending. 

The  one  legitimate  concern  is  that  the  likely  reduction  in  the  deficit 
dtjring  the  next  several  years  will  be  significantly  below  Administration 
projections.     This  in  no  way  reflects  any  use  of  smoke  and  mirrors, 
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fraudulent  budgeting,  phoney  accoxmting,  etc.  of  the  type  that  has 
characterized  Administration  budgets  during  the  last  decade.  Rather,  it  is 
because  the  increase  in  tax  revenues  firom  the  proposed  tax  changes  in  the 
program  are  likely  to  fall  short  of  current  expectations  because  behavioral 
patterns  will  change.  In  particular,  it  is  likely  that  many  high  income 
Individuals  will  shelter  more  of  their  income  and/or  shift  their  compensation 
more  toward  capital  gains  opportunities  in  order  to  avoid  some  of  the  higher 
taxes  that  would  result  from  Ae  increase  in  the  top  rate.  In  addition,  history 
shows  that  the  cost  of  new  programs  inevitably  exceeds  early  projections. 
Furthermore,  some  of  the  spending  cuts  that  are  included  in  the  President's 
program  may  yield  less  savings  than  are  now  expected.  Finally,  the 
deflationary  impact  of  the  program  will  work  in  the  other  direction.  Thus, 
there  1$  good  reason  to  add  more  defidt-cutting  actions  to  the  President's 
program  in  order  to  make  cenain  that  the  targeted  amount  of  deficit 
reduction  does  occur,  as  well  as  perhaps  to  even  exceed  that  level. 
Furthermore,  projected  deficits  begin  to  rise  again  late  in  decade  even  with 
the  President's  program-additional  policy  changes  (see  below)  can  be 
targeted  to  help  reduce  deficits  during  those  years  as  well. 

If  for  this  reason,  or  any  others,  changes  are  considered  to  the 
program  as  it  moves  through  the  Congress,  I  would  suggest  the  following: 

1).  Added  deficit  reduction  should  be  primarily  in  the  form  of 
additional  spending  cuts.  This  can  be  accomplished  in  my 
judgement  by  some  additional  cuts  in  highly  visible  non- 
defense  programs  (i.e.,  the  Super  Collider,  the  space  station, 
etc.),  but  even  more  by  finally  dealing  with  the  entitlement 
programs.  It  is  about  time  we  face  the  fact  that  there  is  no 
way  to  effectively  bring  dovm  the  budget  deficit  on  a  long  term 
basis  without  dramatically  slowing  the  increase  in  spending  for 
the  health  and  pension  programs,  including  Social  Security 
benefits,  Medicare,  Medicaid,  and  pension  and  health  programs 
for  government  employees  and  veterans.  There  are  numerous 
ways  to  slow  spending  for  these  programs,  including  means- 
testing  and  phasing  in  a  higher  retirement  age  more  quickly 
than  is  now  planned.  In  addition,  it  is  absolutely  essential  that 
a  major  health  care  refonn  program  be  implemented  in  order 
to  dramatically  slow  the  growth  in  heath  care  costs.  This  is 
needed  in  part  to  reduce  the  cost  burden  on  many  U.S. 
companies  who  compete  in  world  markets,  but  also  to  slow  the 
growth  in  the  public  health  programs.  This  should  be  in 
addition  to  means -testing  of  Federal  health  care  programs. 

2).  Base  broadening  measures,  through  a  scaling  back  of  existing 
non-productive  tax  preferences,  might  be  considered  as  a 
substitute  for  some  of  the  tax  rate  increases,  especially  for 
corporations.  Some  candidates  for  broadening  the  tax  base 
include  the  following: 

-  eliminating  or  scaling  back  the  interest  deduction  on 
mergers  and  acquisitions 

•  scaling  back  the  deduction  for  corporate  advertising 
expenses  and/or  for  corporate  entertainment 

•  a  lower  limit  on  the  mortgage  interest  deduction  than 
is  now  in  place 

-  taxation  of  a  portion  of  health  care  insurance 
premiums  (this  may  also  be  helpful  in  controlling  health 
care  costs) 

3).      In  my  view,  the  incentives  for  private  investment  are  too 
limited.      I  would  suggested  a  much  larger  incremental 
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investment  tax  credit  in  the  short  run,  and  a  continuing  credit 
on  a  long  term  basis  for  all  corporations. 
4).  I  think  the  time  has  also  come  to  push  more  aggressively  for 
defense  burden  sharing  with  our  allies.  Many  of  our  allies  in 
Europe,  as  well  as  Japan,  have  been  vupng  us  for  many  years 
to  take  significant  steps  to  reduce  our  budget  deficit.  We  are 
now  doing  so,  but  even  with  the  significant  cuts  in  defense 
spending  that  are  now  planned,  our  defense  outlays  v\rill  far 
exceed  those  of  most  of  the  other  industrialized  countries.  And 
a  significant  amoimt  of  those  outlays  vnH.  still  be,  both  directly 
and  indirectly,  financing  the  national  security  of  these  other 
countries.  We  should  insist  that  these  countries  make  regular 
payments  to  the  U.S.  Treasury  to  cover  some  of  the  costs  of 
the  national  security  that  we  provide  for  them. 

I  have  one  concern,  however,  regarding  any  additional  deficit 
reduction  measures  that  might  be  added  to  the  Administration's  program.  No 
one  can  be  overly  confident  with  respect  to  the  economic  impact  of  deficit 
reduction  over  the  next  several  years.  My  own  calculations  suggest  that  the 
Administration  program  is  likely  to  hold  down  economic  growth  during  the 
next  three  to  four  years  by  between  .2  and  .4%  per  year,  even  after  factoring 
in  the  impact  of  lower  long  term  interest  rates.  This  would  be  true  of  any 
program  that  reduces  the  deficit,  whether  it  depends  primarily  on  tax 
increases  or  spending  cuts. 

There  is  a  reasonable  concern  that  cutting  the  deficit  further  diuing 
the  next  four  or  five  years  can  push  us  into  another  recession,  or  keep 
economic  growth  so  low  as  to  prevent  any  meaningful  job  creation,  especially 
if  the  rest  of  the  world  economy  remains  weak.  This  would  be  imacceptable. 
Some  economists  are  advocating  that  deficit  reduction  be  coupled  with 
continued  easing  by  the  Fed  in  order  to  overcome  the  fiscal  drag.  However, 
given  the  high  debt  levels,  cautious  lending  policies,  and  high  commerical 
vacancy  rates,  and  the  already  extremely  low  level  of  shon  term  interest 
rates,  it  is  unlikely  that  additional  easing  would  provide  enough  stimulus  to 
the  economy  to  ofiiset  the  defiationary  effect  of  additional  spending  cuts  and 
tax  increases.  Thus,  I  suggest  that  the  deficit  reduction  program  be 
accompanied  with  an  "escape  clause"  in  the  form  of  a  minimum  level  of  GDP 
or  employment  growth,  or  a  threshold  unemployment  rate,  beneath  which 
future  installments  of  deficit  reduction  will  be  delayed  or  scaled  back  in  order 
not  to  create  an  even  weaker  economic  environment.  This  is  particularly 
important  since  the  current  level  of  economic  activity  is  so  low  that  the 
economy  is  likely  to  be  underutilized  for  many  years-adding  fiscal  drag  when 
the  economy  is  growing  very  slowly  would  not  be  desirable. 

By  increasing  public  and  private  investment,  and  by  producing  a  lower 
path  for  interest  rates  on  a  long  term  basis,  this  program  will  likely 
strengthen  the  economy  as  we  move  into  the  next  decade,  especially  if  it  is 
supplemented  with  additional  deficit  reduction. 

In  my  judgement,  it  is  essential  that  the  Congress  act  quickly  to  pass 
the  Administration  program,  or  a  modified  version,  as  soon  as  possible.  This 
is  important  to  get  the  stimulus  into  the  economy  as  soon  as  possible;  to  help 
lock  in  as  much  of  the  recent  declines  in  long  term  interest  rates  as  is 
possible;  and  to  prevent  the  uncertainty  that  would  be  created  by  a  long 
debate,  which  could  act  as  a  depressant  on  the  economy  in  thp  short  term. 

I  would  like  to  make  reference  to  one  related  policy  issue  that  is  now 
being  disoissed.  Despite  the  iirgency  of  reducing  future  budget  deficits,  I  am 
strongly  opposed  to  the  enactment  of  a  balanced  budget  amendment.  In  my 
judgment,   it  is  simply  another  gimmick  like   those   that  have  been 
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implemented  in  the  last  six  or  seven  years,  beginning  with  Gramm-Rudman, 
which  have  had  very  linle,  if  any,  impact.  It  will  not  only  be  an  ineffective 
tool  in  dealing  with  the  problem,  but  in  my  view  is  simply  a  way  to  attempt 
to  avoid  what  will  be  difBcult  choices,  and  place  the  blame  for  any 
unpopular  spending  cuts  or  tax  increases  on  a  mechanical  formula  rather 
than  on  Presidential  or  Congressional  decisions.  In  brief,  my  concerns,  are 
as  follows: 

1).  Which  budget  is  to  be  balanced?  Is  it  the  structural 
budget  deficit,  the  unified  budget  deficit,  the  on-budgei 
deficit,  etc.?  Should  government  investment  be 
included  or  excluded?  And  over  what  time  period? 
Answers  to  these  and  similar  questions  are  not 
intuitively  obvious. 

2).  It  is  likely  to  encourage  the  use  of  optimistic  forecasts, 
program  underestimation,  moving  programs  off-budget, 
and  other  similar  techniques  in  order  to  avoid  the  tough 
decisions  that  will  need  to  be  made  to  actually  balance 
the  budget.  Thus,  the  balanced  budget  amendment  has 
the  potential  of  making  the  budget  process  even  more 
flawed  than  it  was  in  liie  1980's.  We  are  also  likely  to 
see  the  adoption  of  more  gimmicks  that  produce  shon- 
term  revenue  gains  at  the  expense  of  revenue  loss 
beyond  the  balanced  budget  period,  which  will  simply 
make  the  long-term  problem  even  worse, 

3).  There  are  times  when  a  balanced  budget  may  be 
tmdesirable.  These  may  include  periods  of  recession  or 
slow  growth,  wartime  periods,  situations  when  domestic 
emergencies  might  exist  or  when  increased  foreign  aid 
may  be  desirable,  etc.  In  my  view,  it  will  be  difficult  to 
plan  for  all  these  contingencies  in  a  balanced  budget 
amendment,  and  any  effort  to  ofeet  these  factors  will 
be  harmful  to  the  economy. 

4).  In  my  view,  it  will  probably  make  it  more  difficult  for 
us  to  deal  with  our  other  critical  budget  problem, 
namely  reorienting  our  priorities,  because  the  tendency 
will  be  to  look  for  the  easiest  ways  of  cutting  the 
deficit,  rather  than  those  that  are  best  for  the  economy. 

5).  What  if,  in  fact,  a  balanced  budget  isn't  achieved 
because  the  economic  assumptions  turn  out  to  be 
incorrect,  even  if  they  were  reasonable  in  the  first 
place?  How  do  we  make  adjustments  for  it?  Who  gets 
penalized? 

It  is  also  important  to  remember  that  the  Federal  budget,  by  its  sheer 
size,  and  because  of  its  role  as  a  stabilization  tool,  should  not  be  considered 
in  the  same  way  as  an  individual  state  or  local  government. 

In  my  view,  absent  the  will,  absent  caring  about  the  future  of  our 
coimtry,  and  absent  the  necessary  leadership,  the  probability  of  this  process 
actually  taking  place  in  a  realistic  manner  will  not  be  enhanced  by  a 
balanced  budget  amendment-in  fact,  it  could  make  the  situation  worse  by 
encouraging  even  more  gimmickry.  It  is  not  possible  to  legislate  leadership, 
courage  and  caring-these  are  the  bottom  line  reasons  why  the  deficit 
problem  has  not  been  addressed  until  now. 
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Chairman  Sabo.  Thank  you. 
Dr.  Niskanen? 

STATEMENT  OF  DR.  WILLIAM  A.  NISKANEN,  CHAIRMAN,  THE 

CATO  INSTITUTE 

Dr.  Niskanen.  Thank  you,  Mr.  Chairman,  and  happy  birthday. 
Today  is  the  first  Monday  of  Lent,  and  that  should  put  us  in  the 
right  mood  to  address  our  serious  budget  problems.  My  thanks  for 
this  opportunity  to  testify  on  President  Clinton's  proposed  budget. 

May  I  remind  you  that  the  Cato  Institute  is  a  nonpartisan  policy 
institute  committed  to  free  markets,  limited  government  and  indi- 
vidual liberty.  My  comments  on  the  Clinton  budget  reflect  the 
same  perspective  that  led  us  to  be  a  strong  critic  of  most  of  the 
Bush  economic  program. 

Our  most  important  contribution  to  the  current  policy  debate 
may  be  to  point  out  that  Clinton  economics  was  seriously  tested 
during  the  Bush  years — and  didn't  work.  Let  me  count  the  ways: 
Almost  every  program  that  Clinton  would  increase  in  fact  expand- 
ed rapidly  during  the  Bush  years.  Real  or  inflation  adjusted  spend- 
ing, for  example,  for  children's  programs  increased  67  percent;  edu- 
cation and  training,  16  percent;  Federal  aid  to  States  and  cities,  60 
percent;  infrastructure  spending,  32  percent;  nutrition  spending,  72 
percent;  R&D,  20  percent. 

Total  real  spending  for  such  domestic  investment  programs,  the 
kinds  of  programs  that  President  Clinton  calls  investment,  in- 
creased 43  percent  from  fiscal  year  1989  through  fiscal  year  1993, 
before  the  additional  stimulus  that  Clinton  would  add  to  the  1993 
budget. 

Second,  the  Bush  budgets  were  financed  by  an  increase  in  the 
top  marginal  rate,  by  higher  excise  taxes,  and  an  increase  in  the 
near-term  deficit,  combined,  of  course,  with  a  promise  to  reduce  the 
deficit  in  the  long  term.  Now,  that  is  remarkably  like  the  general 
patterns  of  the  Clinton  budget. 

Third,  is  that  the  cost  of  Federal  regulation  increased  rapidly 
during  the  Bush  years  and  will  probably  increase  more  rapidly 
during  the  Clinton  years.  And  maybe  most  important:  Both  the 
Bush  and  Clinton  programs  appear  to  be  guided  by  a  strange  eco- 
nomic theory  that  the  way  to  increase  employment  is  to  increase 
the  cost  of  labor. 

Bush,  for  example,  endorsed  an  increase  in  the  minimum  wage, 
the  Americans  with  Disabilities  Act  and  the  Civil  Rights  Act  of 
1991.  Bush  appointees  to  the  National  Labor  Relations  Board  re- 
cently ruled  that  labor-management  cooperation  may  be  illegal 
unless  conducted  in  the  presence  of  a  union,  and  the  courts  in  the 
meantime  have  progressively  restricted  the  conditions  for  which 
employees  may  be  dismissed. 

Clinton  has  already  signed  the  new  Family  and  Medical  Leave 
Act  and  will  probably  endorse  an  increase  in  the  minimum  wage, 
restrictions  on  striker  replacement,  mandated  training  and  man- 
dated health  insurance. 

Five,  this  combination  of  policies,  of  course,  had  quite  severe  con- 
sequences during  the  Bush  years.  Although  output  and  employ- 
ment increased  substantially  in  1992,  the  4-year  record  of  economic 
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growth  during  the  Bush  years  was  the  lowest  of  any  administration 
since  World  War  II.  There  is  little  reason  to  expect  the  Clinton 
record  to  be  much  better,  except  that  he  begins  his  term  during  the 
early  stages  of  a  moderate  recovery. 

The  Clinton  program,  in  summ.ary,  represents  an  expansion,  not 
a  reversal,  of  the  major  economic  policies  of  the  Bush  administra- 
tion. In  that  sense,  it  is  more  accurate  to  speak  of  the  Bush-Clinton 
era  than  of  the  Reagan-Bush  era.  For  now,  however,  let  me  focus 
on  the  major  new  elements  of  the  Clinton  program. 

One,  the  Clinton  budget  does  represent  a  major  effort  to  reduce 
the  Federal  deficit.  Fed  chairman  Alan  Greenspan,  was  correct  to 
commend  Clinton  for  this  effort  without  endorsing  the  particular 
details.  The  current  and  projected  deficits  represent  both  an  eco- 
nomic problem  and,  to  me,  a  moral  outrage.  In  effect,  we  are  bor- 
rowing from  our  children  without  their  consent  to  pay  for  the  cur- 
rent level  of  both  public  and  private  consumption. 

The  Clinton  budget  projects  a  reduction  of  the  cumulative  deficit 
through  fiscal  1997  by  $313  billion,  and  a  reduction  in  the  fjscal 
year  1997  deficit  by  $140  billion.  For  these  reductions  to  be  real- 
ized, however,  three  conditions  must  be  met:  All  of  the  proposed 
spending  costs  and  tax  increases  must  be  implemented;  Congress 
may  not  increase  spending  or  reduce  taxes  in  later  years;  and  the 
combination  of  the  spending  and  tax  measures  must  not  reduce 
economic  growth,  a  combination  of  conditions  based  on  our  recent 
experience  that  seems  most  unlikely.  Moreover,  even  if  all  of  these 
reductions  are  realized,  the  projected  deficit  would  increase  again 
beginning  in  fiscal  year  1998. 

The  Clinton  budget,  however,  does  not  represent  a  serious  effort 
to  reduce  the  growth  of  Federal  spending.  Total  revenues,  includ- 
ing $55  billion  of  taxes  and  $13  billion  of  fees  that  are  misclassified 
as  spending  cuts,  are  projected  to  increase  $248  billion  through 
fiscal  year  1997. 

Total  spending  for  domestic  programs  is  projected  to  increase  by 
$36  billion  relative  to  the  current  baseline.  Moreover,  almost  all  of 
the  proposed  reduction  in  domestic  programs  are  one-time  manage- 
ment reforms  with  few,  if  any,  changes  in  program  benefits  that 
would  generate  downstream  savings. 

The  cumulative  reduction  of  defense  spending  through  1997 
leaves  a  net  spending  reduction,  again  relative  to  the  current  base- 
line, of  only  $40  billion  over  this  5-year  period,  1993  through  1997. 

The  Clinton  budget,  in  summary,  represents  a  $6.20  increase  in 
taxes  and  fees  for  every  $1  reduction  in  spending.  One  wonders 
what  happened  to  0MB  Director  Panetta's  goal  of  $2  of  spending 
reduction  for  ever  dollar  of  tax  increases  during  the  budget  review 
process. 

Most  of  the  proposed  spending  cuts,  in  summary,  are  offset  by 
proposed  increases  in  spending  for  other  programs.  And  almost  all 
of  the  projected  reduction  in  the  deficit  would  be  a  result  of  in- 
creased taxes  and  fees.  The  Clinton  budget  is  designed  to  reduce 
private  spending,  not  government  spending.  I  doubt  whether  Amer- 
ican voters  had  this  in  mind  when  they  voted  for  change  last  No- 
vember. 

Three:  President  Clinton  has  proposed  a  fiscal  stimulus  package 
that  will  cost  about  $25  billion  and  an  investment  package  that 


23 

will  cost  about  $160  billion,  both  through  1997.  These  measures  will 
increase  the  deficit  in  fiscal  year  1993  and  they  will  offset  most  of 
the  proposed  reduction  of  spending  for  other  programs.  In  my  judg- 
ment, in  contrast  to  Larry's,  is  that  the  case  for  each  of  these  pack- 
ages is  most  questionable. 

Most  of  the  fiscal  stimulus  will  be  in  the  third  and  fourth  years 
of  the  recovery.  If  these  measures  have  any  significant  effect,  they 
will  increase  the  "cyclicality"  of  the  variance  of  investment,  output 
and  employment  in  our  economy.  The  administration  claims  that 
these  measures  will  increase  employment  by  about  500,000;  this  is 
in  a  year  in  which  employment  is  expected  to  increase  about  2  mil- 
lion, but  even  accepting  the  500,000  estimate  at  face  value,  the  cost 
to  taxpayers  per  additional  job  created  is  over  $50,000  per  job. 

There  may  be  a  case  for  an  unusually  foresighted  government  to 
implement  a  discretionary  fiscal  stimulus  going  into  a  recession, 
but  there  is  no  case  for  such  measures  at  the  current  stage  of  re- 
covery. Congress  would  be  well  advised  to  scrap  the  whole  fiscal 
stimulus  package.  That  would  also  increase  the  near-term  credibil- 
ity of  the  program  to  reduce  the  deficit,  make  it  much  clearer  to 
the  financial  markets  that  Mr.  Clinton  and  you  are  serious  about 
reducing  the  deficit. 

There  is,  in  general,  no  strong  case  that  the  United  States  under- 
invests  in  education,  training,  public  infrastructure  and  new  tech- 
nology. Our  spending  per  student  in  fact  is  the  highest  in  the 
world,  and  there  is  little  evidence  that  additional  spending  would 
increase  student  performance. 

The  decline  in  the  public  investment  share  of  GDP  over  the  past 
10  or  15  years  most  likely  reflects  a  decline  in  the  marginal  returns 
on  this  investment.  In  fact,  our  highways  in  general  are  in  quite 
good  shape,  not  in  poor  shape.  And  the  government  in  general  does 
not  have  either  the  information  or  the  incentive  to  make  the  cor- 
rect choices  on  new  technology. 

There  may  be  some  elements  of  Clinton's  investment  package 
that  have  merit,  but  calling  something  investment  does  not  by 
itself  make  it  worthwhile,  and  I  encourage  you  to  bring  a  jeweler's 
eye  to  the  details  of  this  investment  package. 

Four.  The  tax  package,  unfortunately,  seems  designed  to  maxi- 
mize the  economic  burden  per  dollar  of  increased  revenue.  The  top 
marginal  rate  on  earnings  would  be  over  40  percent,  a  roughly  50 
percent  increase  over  the  28  percent  top  rate  in  the  Tax  Reform 
Act  of  1986.  And  in  a  most  peculiar  sense  of  fairness,  about  70  per- 
cent of  the  additional  revenues  would  be  paid  by  about  2  percent  of 
the  taxpayers. 

The  only  apparent  rationale  for  some  of  these  provisions,  such  as 
the  limit  on  the  deduction  for  executive  compensation,  is  envy  or 
spite.  The  new  energy  tax  has  no  coherent  economic  or  environ- 
mental basis.  There  is  no  general  case  that  energy  is  underpriced 
in  the  United  States.  There  is  no  environmental  basis  for  a  tax  on 
oil  that  is  over  two  times  the  tax  on  coal  or  gas,  or  for  taxing  the 
fuel  equivalent  of  nuclear  and  hydropower,  but  not  solar  or  wind 
power. 

The  energy  tax  also  will  have  quite  severe  effects  on  the  interna- 
tional competitiveness  of  our  most  energy-dependent  industries, 
such  as  aluminum. 
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The  tax  proposal,  in  summary,  reflects  a  massive  departure  from 
the  perspective  that  led  to  the  Tax  Reform  Act  of  1986,  a  new  per- 
spective that  substitutes  social  engineering  for,  I  believe,  the  appro- 
priate goal  of  minimizing  the  burden  of  the  necessary  cost  of  gov- 
ernment. 

Finally,  it  is  important  to  recognize  that  we  have  seen  only  part 
of  the  Clinton  budget.  The  health  policy  initiative  to  be  released  in 
May  is  still  being  developed,  but  will  probably  include  a  substantial 
increase  in  spending,  taxes,  and  regulation.  I  do  not  understand 
how  Congress  can  reasonably  or  responsibly  approve  a  new  budget 
resolution  prior  to  reviewing  the  forthcoming  health  policy  initia- 
tive. 

There  is  an  alternative  to  the  Clinton  budget:  One,  I  suggest, 
that  is  much  more  consistent  with  our  constitutional  structure  and 
with  the  interests  of  most  of  the  American  population.  Total  gov- 
ernment spending  in  the  United  States  is  now  over  $20,000  per 
household  per  year,  and  I  doubt  whether  many  Americans  believe 
they  receive  their  money's  worth. 

The  marginal  cost  to  the  economy  of  the  last  dollar  of  Federal 
taxes  is  now  about  $1.50,  and  I  doubt  very  much  whether  the  last 
dollar  of  Federal  spending  for  most  programs  is  worth  that  much. 
The  alternative,  of  course,  is  to  balance  down,  to  reduce  Federal 
spending  to  the  level  of  Federal  taxes  that  Americans  have  been 
willing  to  pay  for  about  30  years,  roughly  18  to  19  percent  of  GDP. 

Achieving  that  goal  requires  much  more  political  leadership  than 
we  have  observed  for  some  years,  but  would  represent  a  genuine 
change  of  policy,  not  a  continued  expansion  of  the  scale  and  scope 
of  the  Federal  Government. 

President  Clinton  is  correct  to  challenge  the  critics  of  his  pro- 
gram to  offer  a  specific  alternative.  I  understand  why  this  is  diffi- 
cult for  most  politicians,  but  I  am  not  so  similarly  constrained. 

In  a  book  that  we  published  in  January,  my  colleague  Steve 
Moore,  and  I  outline  an  approach  that  would  balance  the  budget  by 
the  end  of  the  decade  without  any  increase  in  taxes.  And  copies  of 
the  chapter  on  the  budget  from  that  book  are  being  made  available 
to  you. 

Our  proposed  budget  would  reduce  spending  in  fiscal  year  1998, 
general  relative  to  the  baseline,  by  about  $100  billion  for  defense, 
$50  billion  for  medical  care,  $120  billion  for  other  domestic  pro- 
grams, and  if  one  starts  early  on  this,  about  $50  billion  in  net  in- 
terest payments. 

We  describe  the  criteria  for  making  these  choices,  the  specific 
program  changes  necessary  to  realize  these  savings,  and  the  ration- 
ale for  each  of  the  proposed  measures.  We  do  not  claim  that  our 
proposal  is  the  only  desirable  way  to  balance  the  budget,  but  that 
it  is  a  credible  way,  consistent  with  the  primary  constitutional  re- 
sponsibilities of  the  Federal  Government  under  current  economic 
and  political  conditions.  I  am  prepared  to  elaborate  on  the  ration- 
ale and  the  details  of  this  proposal  at  your  request. 
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In  summary.  President  Clinton  is  correct  to  make  deficit  reduc- 
tion a  major  priority.  I  urge  this  committee,  however,  to  pursue 
this  goal  by  major  reductions  in  Federal  spending,  not  by  a  major 
tax  increase  that  would  finance  bigger  government  at  the  expense 
of  a  smaller  economy. 

Thank  you  for  your  attention. 

[The  prepared  statement  of  Dr.  William  A.  Niskanen  follows:] 
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William  A.  Niskanen 

Chairman 
The  Cato  Institute 


Chairman  Sabo  and  members  of  the  House  Budget 
Committee:  My  thanks  for  this  opportunity  to  testify  on 
President  Clinton's  proposed  budget.   May  I  remind  you  that 
the  Cato  Institute  is  a  nonpartisan  policy  institute 
committed  to  free  markets,  limited  government,  and 
individual  liberty.   My  comments  on  the  Clinton  budget 
reflect  the  same  perspective  that  led  us  to  be  a  strong 
critic  of  most  of  the  Bush  economic  program. 

Similarities  of  the  Bush  and  Clinton  Economic  Programs 

Our  most  important  contribution  to  the  current  policy 
debate  may  be  to  point  out  that  Clintonomics  was  seriously 
tested  during  the  Bush  years — and  didn't  work.   Let  me  count 
the  ways: 

1.  Almost  every  program  that  Clinton  would  increase 
expanded  rapidly  during  the  Bush  years.    Real  spending 
for 

—  children's  programs  increased  67  percent, 

—  education  and  training  increased  16  percent, 

—  federal  aid  to  states  and  cities  increased  60  percent, 

—  infrastructure  increased  3  2  percent, 

—  nutrition  increased  72  percent,  and 

—  R&D  increased  20  percent. 

Total  real  spending  for  such  domestic  "investment" 
programs'  increased  43  percent  from  FY1989  through 
FY1993 — before  the  additional  "stimulus"  spending  that 
Clinton  would  add  to  the  FY1993  budget. 

2.  The  Bush  budgets  were  financed  by  an  increase  in  the 
top  marginal  rate,  higher  excise  taxes,  and  an  increase 
in  the  near  term  deficit — combined,  of  course,  with  a 
promise  to  reduce  the  deficit  in  the  long  term.   That 
is  remarkably  like  the  general  patterns  of  the  Clinton 
budget. 

3.  The  costs  of  federal  regulation  increased  rapidly 
during  the  Bush  years  and  will  probably  increase  more 
rapidly  during  the  Clinton  years. 

4.  Maybe  most  important:  Both  the  Bush  and  Clinton 
programs  appear  to  be  guided  by  a  strange  economic 
theory  that  the  way  to  increase  employment  is  to 
increase  the  cost  of  labor. 

Bush,  for  example,  endorsed  an  increase  in  the  minimum 
wage,  the  Americans  with  Disabilities  Act,  and  the  Civil 
Rights  Act  of  1991.   Bush  appointees  to  the  National  Labor 
Relations  Board  recently  ruled  that  labor-management 
cooperation  may  be  illegal  unless  organized  by  a  union,  and 
the  courts  have  progressively  restricted  the  conditions  for 
which  employees  may  be  dismissed. 
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Clinton  has  already  signed  the  new  Family  and  Medical 
Leave  Act  and  will  probably  endorse  an  increase  in  the 
minimum  wage,  restrictions  on  striker  replacement,  mandated 
training,  and  mandated  health  insurance. 

5.  This  combination  of  policies,  of  course,  had  severe 
consequences  during  the  Bush  years.   Although  output  and 
employment  increased  significantly  in  1992,  the  four  year 
record  of  economic  growth  during  the  Bush  years  was  the 
lowest  of  any  administration  since  World  War  II.   There  is 
little  reason  to  expect  the  Clinton  record  to  be  much 
better,  except  that  he  begins  his  term  during  the  early 
stages  of  a  moderate  recovery. 


New  Elements  of  the  Clinton  Program 

The  Clinton  program,  in  summary,  represents  an 
expansion,  not  a  reversal,  of  the  major  economic 
policies  of  the  Bush  administration.   In  that  sense,  it 
is  more  accurate  to  speak  of  the  Bush-Clinton  era  than 
of  the  Reagan-Bush  era.   For  now,  however,  let  me  focus 
on  the  major  new  elements  of  the  Clinton  program. 

1.  The  Clinton  budget  represents  a  major  effort  to 
reduce  the  federal  deficit.   Fed  Chairman  Alan 
Greenspan  was  correct  to  commend  Clinton  for  this 
effort.   The  current  and  projected  deficits  represent 
both  an  economic  problem  and  a  moral  outrage.   In 
effect,  we  are  borrowing  from  our  children — without 
their  consent — to  pay  for  the  current  level  of  public 
and  private  consumption.   Tha  Clinton  budget  projects  a 
reduction  of  the  cumulative  deficit  through  FY1997  by 
$312  billion  and  a  reduction  of  the  FY1997  deficit  by 
$140  billion.   For  these  reductions  to  be  realized, 
however,  three  conditions  must  be  met:  All  of  the 
proposed  spending  costs  and  tax  increases  must  be 
implemented.  Congress  may  not  increase  spending  or 
reduce  taxes  in  later  years,  and  the  combination  of  the 
spending  and  tax  measures  must  not  reduce  economic 
growth — a  combination  of  conditions,  based  on  our 
recent  experience,  that  seems  unlikely.   Moreover,  even 
if  these  reductions  are  realized,  the  projected  deficit 
would  increase  again  beginning  in  FY1998. 

2.  The  Clinton  budget,  however,  does  not  represent  a 
serious  effort  to  reduce  the  growth  of  federal 
spending.   Total  revenues,  including  $68  billion  that 
is  misclassif ied  as  spending  cuts,  are  projected  to 
increase  $248  billion  through  FY1997.   Total  spending 
for  domestic  programs  is  projected  to  increase  by  $36 
billion  relative  to  the  current  baseline.   Moreover, 
almost  all  of  the  proposed  reduction  in  domestic 
programs  are  one-time  management  reforms,  with  few 
changes  in  program  benefits.   The  cumulative  reduction 
of  defense  spending  of  $76  billion  leaves  a  net 
spending  reduction,  again  relative  to  the  current 
baseline,  of  only  $40  billion.   The  Clinton  budget,  in 
summary,  represents  a  $6.20  increase  in  taxes  and  fees 
for  every  $1.00  of  spending  reduction.   One  wonders 
what  happened  to  0MB  Director  Panetta's  goal  of  $2  of 
spending  reduction  for  every  $1  of  tax  increases  during 
the  review  process.   Most  of  the  proposed  spending 
cuts,  in  summary,  are  offset  by  a  proposed  increase  in 
spending  for  other  programs.   And  almost  all  of  the 
projected  reduction  in  the  deficit  would  be  a  result  of 
increased  taxes  and  fees.   The  Clinton  budget  is 
designed  to  reduce  private  spending,  not  government 
spending.   I  doubt  whether  American  voters  had  this  in 
mind  when  they  voted  for  change  last  November. 


28 


3.  President  Clinton  has  proposed  a  "fiscal  stimulus" 
package  that  will  cost  about  $25  billion  and  an  "investment" 
package  that  will  cost  about  $160  billion,  both  through 
FY1997.   These  measures  will  increase  the  deficit  in  FY1993 
and  offset  most  of  the  proposed  reduction  of  spending  for 
other  programs.   The  case  for  each  of  these  packages  is 
questionable. 

Most  of  the  fiscal  stimulus  will  be  in  the  third  and 
fourth  year  of  the  recovery.   If  these  measures  have  any 
significant  effect,  they  will  increase  the  variance  of 
investment,  output,  and  employment.   The  administration 
claims  that  these  measures  will  increase  employment  by  about 
500,000;  accepting  this  estimate  at  face  value,  the  cost  to 
taxpayers  per  job  created  is  about  $50,000.   There  may  be  a 
case  for  a  prescient  government  to  implement  a  discretionary 
fiscal  stimulus  going  into  a  recession,  but  there  is  no  case 
for  such  measures  at  the  current  stage  of  recovery. 
Congress  would  be  well  advised  to  scrap  the  whole  fiscal 
stimulus  package.   This  would  also  increase  the  near  term 
credibility  of  the  program  to  reduce  the  deficit. 

There  is  no  general  case  that  the  United  States 
under invests  in  education,  training,  public  infrastructure, 
and  new  technology.  Our  spending  per  student,  in  fact,  is 
the  highest  in  the  world,  and  there  is  little  evidence  that 
additional  spending  would  increase  student  performance.   The 
decline  in  the  public  investment  share  of  GDP  most  likely 
reflects  a  decline  in  the  marginal  returns.   And  the 
government  does  not  have  either  the  information  or  the 
incentive  to  make  the  correct  choices  on  new  technology. 
There  may  be  some  elements  of  Clinton's  investment  package 
that  have  merit,  but  I  encourage  you  to  bring  a  jeweler's 
eye  to  the  details  of  this  package. 

4.  The  tax  package,  unfortunately,  seems  designed  to 
maximize  the  economic  burden  per  dollar  of  increased 
revenue.   The  top  marginal  rate  on  earnings  would  be 
over  40  percent,  a  roughly  50  percent  increase  over  the 
28  percent  rate  in  the  Tax  Reform  Act  of  1986.   In  a 
peculiar  sense  of  fairness,  about  70  percent  of  the 
additional  revenues  would  be  paid  by  about  2  percent  of 
the  taxpayers.   The  only  apparent  rationale  for  some  of 
the  provisions,  such  as  the  limit  on  the  deduction  for 
executive  compensation,  is  envy  or  spite.   The  new 
energy  tax  has  no  coherent  economic  or  environmental 
basis.   There  is  no  general  case  that  energy  is 
underpriced  in  the  United  States.   There  is  no 
environmental  basis  for  a  tax  on  oil  that  is  over  2 
times  the  tax  on  coal  or  gas  or  for  taxing  the  fuel 
equivalent  of  nuclear  and  hydropower  but  not  solar  or 
wind  power.   The  energy  tax  will  also  have  severe 
effects  on  the  international  competitiveness  of  our 
most  energy  dependent  industries  such  as  aluminum  and 
petrochemicals.   The  tax  proposal,  in  summary,  reflects 
a  massive  departure  from  the  perspective  that  led  to 
the  Tax  Reform  Act  of  198  6,  a  perspective  that 
substitutes  social  engineering  for  minimizing  the 
burden  of  the  necessary  cost  of  government. 

5.  Finally,  it  is  important  to  recognize  that  we  have 
seen  only  part  of  the  Clinton  budget.   The  health 
policy  initiative  to  be  released  in  May  is  still  being 
developed  but  will  probably  include  a  substantial 
increase  in  spending,  taxes,  and  regulation.   I  do  not 
understand  how  Congress  can  responsibly  approve  a  new 
budget  resolution  prior  to  reviewing  the  forthcoming 
health  policy  initiative. 
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An  Alternative  Approach 

There  is  an  alternative  to  the  Clinton  budget — one,  I 
suggest,  that  is  much  more  consistent  with  our 
constitutional  structure  and  the  interests  of  most  of  the 
American  population.   Total  government  spending  in  the 
United  States  is  now  over  $20,000  per  household,  and  I  doubt 
whether  many  Americans  believe  they  receive  their  money's 
worth.  The  marginal  cost  to  the  economy  of  the  last  dollar 
of  federal  taxes  is  now  about  $1.50;  I  doubt  whether  the 
last  dollar  of  federal  spending  for  most  programs  is  worth 
this  much.   The  alternative  is  to  "balance  down" .  to  reduce 
federal  spending  to  the  level  of  federal  taxes  that 
Americans  have  been  willing  to  pay  for  about  30  years,  about 
18-19  percent  of  GDP.   Achieving  that  goal  requires  much 
more  political  leadership  than  we  have  observed  for  some 
years  but  would  represent  a  genuine  change  of  policy,  not  a 
continued  expansion  of  the  scale  and  scope  of  the  federal 
government. 

President  Clinton  is  corre  t  to  challenge  the 
critics  of  his  program  to  offer  a  specific  alternative. 
I  understand  why  that  is  difficult  for  most 
politicians,  but  I  am  not  similarly  constrained.   In  a 
book  that  we  published  in  January,  my  colleague  Steve 
Moore  and  I  outline  an  approach  that  would  balance  the 
budget  by  the  end  of  the  decade  without  any  increase  in 
taxes.   (Copies  of  that  chapter  are  available  for  your 
review.)   This  proposed  budget  would  reduce  spending  in 
FY1998  (relative  to  the  August  1992  CBO  baseline)  by 
about  $100  billion  for  defense,  $50  billion  for  medical 
care,  $120  billion  for  other  domestic  programs,  and  $50 
billion  in  net  interest  payments.   We  describe  the 
criteria  for  making  these  choices,  the  specific  program 
changes  necessary  to  realize  these  savings,  and  the 
rationale  for  each  of  these  measures.   We  do  not  claim 
that  our  proposal  is  the  only  desirable  way  to  balance 
the  budget  but  that  it  is  a  credible  way  consistent 
with  the  primary  constitutional  responsibilities  of  the 
federal  government  under  current  conditions.   I  am 
prepared  to  elaborate  on  the  rationale  and  details  of 
this  proposal  at  your  request. 

In  summary.  President  Clinton  is  correct  to  make 
deficit  reduction  a  major  priority.   I  urge  this  committee, 
however,  to  pursue  this  goal  by  major  reductions  in  federal 
spending,  not  by  a  massive  tax  increase  that  would  finance  a 
bigger  government  at  the  expense  of  a  smaller  economy. 
Thank  you  for  your  attention. 
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Chairman  Sabo.  May  I  conclude  we  had  one  yes  vote  and  now  a 
no  vote? 
Dr.  Chimerine.  Modified  yes. 

Chairman  Sabo.  A  modified  yes  and  a  probable  no. 
Dr.  Sinai,  welcome. 

STATEMENT  OF  DR.  ALLEN  SINAI,  CHIEF  ECONOMIST,  THE 
BOSTON  COMPANY  ECONOMIC  ADVISORS,  INC. 

Dr.  Sinai.  Happy  to  be  here.  Sorry  I  am  a  little  bit  late,  apologize 
for  that.  I  gather  there  is  one  yes  vote  and  one  no  vote,  so  I  am 
going  to  break  the  tie;  is  that  it? 

Mr.  Kasich.  Let  me  guess  how  you  are  going  to  come  down 
before  I  hear  your  testimony. 

Dr.  Sinai.  Let  me  structure  my  remarks  and  try  to  be  brief  on 
the  plan  itself,  overall,  and  then  in  my  comments  try  to  touch  on 
the  questions  that  were  asked  in  the  letter  that  you  sent. 

I  think  the  Clinton  plan  and  budget  is  a  step  towards  sustaining 
and  potentially  extending  the  revival  and  the  renewal  of  the  U.S. 
economy  that  has  been  building  even  as  our  depressed  system  has 
underperformed  for  so  long.  My  advice  is  that  the  Congress  and  the 
administration  and  the  American  people  should  try  to  view  the 
program  constructively  as  a  serious  blueprint  for  dealing  with 
some  of  the  most  complicated  and  difficult  macroeconomic  and 
micro  problems  that  we  have  ever  had.  Clearly,  no  program  would 
be  perfect,  but  one  has  to  start  somewhere. 

Basically,  to  me,  the  major  thrust  of  the  program  appears  quite 
acceptable  on  economic  and  social  grounds,  so  that  legislating  and 
passing  it  quickly  as  an  integrated  whole  with  only  a  little  fine 
tuning  is  in  order.  This  is  not  to  say  the  program  is  perfect,  will 
satisfy  everyone,  or  will  not  end  up  with  unintended  and  unexpect- 
ed negative  results. 

Moving  forward  with  the  program,  constantly  monitoring  its  ef- 
fects and  standing  ready  to  quickly  alter  the  measures  and  to  make 
further  adjustments  if  things  do  not  go  right  should  be  agreed  upon 
as  well.  It  is  important  that,  after  some  debate,  discussion,  and  per- 
haps modification  and  change,  the  country  agree  to  disagree  on 
some  elements  of  the  plan,  because  that  is  inevitable,  and  its  ef- 
fects, and  also  agree  to  move  on  instead  of  disagreeing  and  making 
no  progress  at  all. 

For  too  long,  the  various  constituencies  in  the  United  States 
have  failed  to  agree  or  if  so,  taken  extraordinary  long  to  do  so.  It 
has  promoted  gridlock  and  prevented  progress  being  made. 

The  program  itself  is  far  reaching  in  scope.  It  is  complicated. 
There  are  several  main  objectives,  not  all  of  them  consistent  on  a 
contemporaneous  basis.  The  main  inconsistency  lies  in  simulta- 
neously trying  to  grow  the  economy  faster  and  reducing  Federal 
budget  deficits  through  higher  taxes  and  lower  government  spend- 
ing. 

Contemporaneously,  fiscal  restraint  or  deficit  reductions  reduces 
growth  in  the  economy  and  fiscal  stimulus  from  increasing  the  def- 
icit adds  to  growth.  Longer  run  deficit  reduction  should  reduce  debt 
and  debt  service  burdens,  setting  up  for  a  better  economic  expan- 
sion later  and  possibly  creating  a  permanently  low  interest  rate 
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backdrop  that  can  enhance  capital  formation  and  productivity 
growth  as  well  as  potential  output. 

But,  as  fiscal  restraint  is  put  into  place  by  higher  taxes,  guard 
must  be  taken  against  the  economy  fizzling  out.  Thus,  I  think  it  is 
very  important  for  Congress  and  the  administration  to  look  for 
ways  to  raise  growth  and  reduce  the  Federal  budget  deficit,  other 
than  through  taxes  and  spending,  such  as  reducing  costs  and  elimi- 
nating inefficiencies,  not  only  in  the  economy,  but  in  the  govern- 
ment through  higher  productivity,  through  more  lending  by  finan- 
cial institutions,  or  by  urging  and  encouraging  our  trading  part- 
ners abroad  to  grow  their  economies  more. 

If  growth  can  be  raised  without  using  measures  that  increase  the 
deficit,  the  higher  growth  can  produce  more  tax  receipts,  reduce 
some  transfer  payments,  and  reduce  the  deficit  at  the  same  time 
that  the  economy  grows  faster.  Of  course,  reducing  interest  rates 
through  easier  monetary  policy  is  yet  another  way  to  raise  growth 
without  increasing  the  deficit,  and  that  lies  in  the  purview  of  the 
Federal  Reserve. 

Easier  monetary  policy  is  one  of  the  most  effective  means  for  re- 
ducing the  deficit,  because  lower  rates  and  easier  money  will  raise 
growth,  raise  tax  receipts,  lower  transfer  payments  for  the  unem- 
ployed as  we  get  a  lower  unemployment  rate  and  reduce  the  net 
interest  payments — the  third  largest  category  of  government 
spending.  However,  an  easier  monetary  policy  could  only  be  taken 
if  economic  growth  were  weaker  than  desired  and  inflation  stayed 
relatively  low,  given  the  current  institutions  and  arrangements 
that  surround  central  bank  monetary  policy. 

Now,  the  fiscal  stimulus  part  of  the  program,  the  approximately 
$15  billion,  it  is  a  little  less  than  $15  billion  of  stimulus  for  1993 
and  about  the  same  for  1994,  is  in  our  economy,  our  $6  trillion 
economy,  a  very  small  amount  of  stimulus.  Frankly,  that  amount 
of  stimulus  isn't  going  to  do  us  a  lot  of  good,  nor  can  it  do  us  a  lot 
of  harm. 

The  economy  has  shown  up  very  strongly  in  the  fourth  quarter. 
The  data  here  early,  as  we  move  into  spring,  I  think,  are  becoming 
softer.  The  up  impulse  of  the  economy  that  we  saw  in  the  third  and 
fourth  quarter  and  early  on  this  year  show  signs  to  us  of  fading.  I 
don't  think  fizzling,  but  I  would  say  fading.  We  do  not  think  the 
recovery  is  for  sure,  and  sustained  expansion  is  for  sure,  so  that  a 
modest  amount  of  fiscal  stimulus  of  almost  $15  billion,  I  would  say, 
ought  to  be  passed. 

It  is  not  a  big  symbol  of  budget  busting,  especially  in  the  context 
of  a  serious  long-run  deficit  reduction  plan.  Actually,  if  I  have  a 
fear  about  it,  it  is  that  the  temporary  investment  tax  credit  of  7 
percent,  and  then  the  sustaining  of  that  afterwards,  will  not  really 
increase  capital  spending  on  equipment  very  much.  It  is  very 
small.  It  is  incremental,  which  minimizes  its  impact,  and  it  is  not 
refundable,  which  means  a  lot  of  American  companies,  especially 
small  business,  will  not  be  able  to  take  advantage  of  that  tax 
credit. 

One  improvement  I  would  suggest  is  to  make  the  tax  credit  per- 
manent and  refundable,  as  well  as  continue  to  hold  it  incremental 
and  at  the  7  percent  rate. 
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The  second  dimension  of  the  program  is  an  investment  dimen- 
sion, as  described  by  the  administration,  through  changes  in  gov- 
ernment spending  and  the  reallocation  of  spending  priorities,  as 
well  as  certain  changes  in  the  tax  system.  The  funding  of  what  is 
called  investment,  which  is  meant  to  enhance  the  basic  building 
blocks  and  long-run  productivity  potential  of  our  society,  comes 
from  raising  taxes,  planned  reductions  in  spending  elsewhere,  espe- 
cially defense,  on  entitlements,  and  hopefully  in  the  operations  of 
government. 

This  emphasis  on  using  tax  receipts  and  savings  from  other  areas 
of  government  on  investment  in  the  economy,  infrastructure, 
health,  education,  education  training,  is  different  from  how  we 
have  used  the  proceeds  raised  in  other  years,  usually  mainly  on 
consumption.  The  plan  does  return  to  using  government  fiscal 
policy  as  an  instrument  to  achieve  desired  goals. 

As  Mr.  Niskanen  indicated,  this  is  and  will  be  an  area  for  real 
debate.  It  is  a  big  change  from  the  last  12  years  when  the  role  of 
government  and  the  private  sector  was  intended  to  be  diminished. 
But  to  the  extent  the  government  can  facilitate  enhancement  of 
the  quality  and  quantity  of  labor,  help  increase  the  capital  stock, 
raise  research  and  development,  help  to  rebuild  infrastructure  and 
reduce  distortions  in  the  economic  system,  even  with  some  cost  in- 
efficiencies and  the  risk  of  too  much  government  regulations, 
which  does  lie  in  the  innards  of  this  program,  there  likely  would  be 
a  net  benefit. 

There  is  potential  for  real  damage  in  more  active  intervention  of 
the  Federal  Government  in  the  economy,  I  think.  Inefficiency  and 
costs  in  the  nonprofit-making  government  sector  remain  one  of  the 
greatest  impediments  to  smooth  and  optimal  economic  perform- 
ance. The  plan  would  be  better  if  it  stressed  more  specific  efficien- 
cies in  government  and  suggested  reductions  in  spending  and  in 
the  operations  of  the  Federal  Government  more  than  relying  on  in- 
creased taxes,  particularly  income  taxes,  which  do  have  incentive 
effects,  to  fund  the  plan  investments  and  deficit  reductions. 

Now,  the  administration  has  said  for  those  who  have  this  view 
that  specific  suggestions  should  be  made,  and  mine  come  from  kind 
of  a  business  sense  which  would  involve  such  Draconian  things  as 
basically  cutting  staff  and  head  count  across  the  board  in  every  de- 
partment of  the  government,  including  the  Congress. 

The  kinds  of  suggestions  that  business  people  make  in  situations 
like  this  are  not  pleasant  for  those  who  have  jobs  and  want  to  keep 
working;  they  are  normally  very  tough.  But  I  do  think  that  not 
enough  of  this  sense  of  urgency  in  the  streamlining  of  the  Federal 
Government  has  come  through  in  this  program,  and  it  is  reflected 
in  senior  executives  generally  saying  that  there  should  be  more 
spending  and  less  reliance  on  taxing,  that  spending  should  be  at- 
tacked first,  and  every  line  item  of  activity  in  the  Federal  Govern- 
ment and  all  its  branches  should  be  looked  at  very  closely  with  a 
fine  tooth  comb. 

The  administration  has  done  some  of  this,  perhaps  more  so  than 
most,  for  any  administration  that  I  can  remember,  but  I  think  in 
government  no  one  really  quite  understands  what  it  means  to  cut 
costs  in  the  same  way  that  companies  and  financial  institutions  in 


33 

the  private  U.S.  economy  have  had  to  do  it  in  the  last  2,  4,  6,  and 
10  years. 

So  I  think  Congress  should  press  the  administration  to  reduce 
the  operating  budget  of  the  Federal  Government  even  more,  chip 
in  on  its  own,  cutting  its  own  budget,  congressional  budget,  cutting 
staff  more,  streamline  many  departments,  staff  size  functions  and 
ask  whether  what  is  being  done  is  really  necessary  in  the  context 
of  the  end  result. 

Much  of  the  U.S.  private  sector  has  gone  through  this  exercise 
and  it  is  painful.  My  own  unit  has,  my  company  has,  all  the  compa- 
nies I  advise  have.  So  you  would  not  be  alone  in  this,  that  is  Con- 
gress and  the  administration.  The  Federal,  State  and  local  govern- 
ment sectors  really  have  not  gone  through  this.  So  that  is  the  sug- 
gestion I  have  in  terms  of  the  program.  It  is  rather  painful  medi- 
cine. 

You  asked  about  getting  back  to  work  in  the  letter  and  how  will 
the  program  help  toward  the  goal  of  putting  Americans  back  to 
work  in  well-paying  jobs,  leading  to  increases  in  the  standard  of 
living  of  the  average  worker. 

Over  the  long  run,  and  I  hope  it  is  not  too  long  to  wear  thin  the 
patience  of  the  American  people,  the  problem — the  program  prob- 
ably will  help  create  permanent,  high-quality,  high-paying  jobs.  In 
the  short  run,  this  year  and  next,  I  think  for  sure  the  stimulus  of 
summer  jobs  opportunities  and  infrastructure  spending  should  in- 
crease jobs,  compared  with  what  otherwise  would  have  occurred 
and  put  more  people  back  to  work. 

But  the  permanent  creation  of  new  jobs  is  not  for  sure,  since  the 
cost  of  deficit  reduction — and  it  is  a  sizable  deficit  reduction  pro- 
gram— must  certainly  be  some  loss  of  growth  in  the  economy  and 
loss  of  jobs  from  the  demand  side,  along  with  the  benefits  from  the 
investments  and  people,  education  and  training,  infrastructure, 
technology  and  in  small  business. 

Since  the  pay-offs  from  the  investment  side  of  the  program  from 
deficit  reduction  can  take  a  long  time  to  emerge,  the  intermediate 
term  could  well  produce  losses  in  economic  growth  and  in  jobs  from 
what  otherwise  would  have  occurred. 

Any  loss  of  growth  and  ebb  of  jobs  from  the  higher  taxes  and  net 
reductions  in  spending  by  the  Federal  Government  really  could  be 
interpreted  as  the  intermediate-term  costs  associated  with  reducing 
the  large  budget  deficit,  and  the  growing  debt  and  debt  service  bur- 
dens that  we  have  had  growing  over  the  past  two  decades,  and  I 
think  if  that  is  the  result,  I  would  say  I  would  accept  that.  Loss  of 
growth,  loss  of  jobs,  to  get  deficits  down,  since  deficit  reduction  is 
so  big  a  problem,  I  would  say  we  would  have  to  accept  that. 

There  are  ways  to  raise  the  growth  path  of  the  economy  in  the 
face  of  fiscal  restraint  and  deficit  reduction.  Two  major  ones  are  to 
urge  our  trading  partners,  who  are  understimulating  economies, 
particularly  in  Germany  and  the  continent  and  also  in  Japan,  to 
stimulate  their  economies  more  through  fiscal  and  monetary  poli- 
cies, more  through  reductions  in  interest  rates,  easier  monetary 
policy,  and  second,  to  hope,  to  urge,  but  not  command,  the  Federal 
Reserve  to  reduce  interest  rates  further  from  current  levels  as  the 
program  of  fiscal  restraint  comes  into  place,  in  order  to  replace  the 
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growth  that  might  be  lost  and  the  jobs  that  might  be  lost  from  the 
effects  of  this  deficit  reduction. 

It  is  too  much  to  expect  the  central  bank  to  agree  on  the  policy 
mix  from  the  loose  fiscal-neutral  monetary  policy  combination  to  a 
tight  fiscal,  easier  money  combination.  Our  econometric  model  says 
that  is  the  right  thing  to  do  and  to  do  it  early,  but  I  don't  think 
institutionally  the  chairman  of  the  central  bank  could  sign  a  con- 
tract to  do  that,  since  in  the  past,  Congress,  the  administration, 
and  the  American  people  have  not  been  that  reliable  on  the  deficit 
reduction  side. 

As  fiscal  restraint  unfolds,  the  central  bank  should  ease  mone- 
tary policy  to  offset  the  job  loss  and  reduced  growth  and  in  fact 
that  will  probably  be  necessary,  at  least  according  to  our  analysis. 
Our  analysis  suggests  that  we  will  lose  growth  in  the  deficit  reduc- 
tion program,  literally  as  indicated  on  paper  in  the  administration 
documents. 

I  don't  think  it  will  be  that  much  deficit  reduction  as  is  indicat- 
ed, but  that  we  will  lose  growth,  about  half  a  percentage  point  a 
year  of  growth  and  a  little  extra  inflation  because  of  the  cost  side 
of  the  energy  tax  increases  mainly,  and  net  may  lose  some  jobs 
rather  than  gain  jobs  over  the  4-year  horizon  that  we  are  talking 
about  for  the  program. 

It  means  that  in  order  for  us  all  to  agree  on  deficit  reduction, 
which  I  think  should  be  probably  the  number  one  priority,  long 
run,  the  Federal  Reserve  at  some  point  will  have  to  do  its  share 
and  make  a  contribution  as  we  are  all  making  contributions  in  the 
private  sector  by  probably  reducing  interest  rates  further  to  help  to 
pick  up  the  growth  that  is  lost  from  the  fiscal  restraint. 

Well,  in  our  work  at  this  stage  and  in  the  appendix  to  what  is  a 
long  testimony,  and  I  am  not  going  to  go  through  all  of  it,  we  have 
looked  at  the  Clinton  economic  plan  in  terms  of  its  economic  effects 
as  it  is  stated  in  the  Vision  of  America  document. 

Clearly,  literally,  one  cannot  expect  all  of  the  tax  receipts  that 
are  indicated  to  occur  from  the  program  because  the  private  sector 
will  adjust  in  response  to  the  expected  change  in  the  tax  system 
and  find  ways  not  to  pay  all  those  taxes.  And  second,  the  spending 
reductions,  what  are  called  spending  reductions  in  the  program, 
are  not  as  much  as  are  indicated,  depending  on  how  one  classifies 
fees  and  how  one  classifies  things  like  social  security  tax  increases. 

Also,  in  the  spending  reduction  area,  there  are  some  soft  items, 
not  as  many  as  I  have  seen  in  other  budgets  that  have  been  sub- 
mitted to  Congress.  Indeed,  there  are  very  few,  and  I  am  impressed 
by  what  I  see  as  a  sincere  attempt  to  really  cut  spending  to  the 
extent  that  it  is  done.  But  some  of  those  cuts  probably  will  not 
happen.  And  finally,  some  of  the  investments  that  the  administra- 
tion is  intending  to  make  may  well  cost  more  than  thought. 

So,  realistically,  that  $325  billion  of  deficit  reduction  that  is  indi- 
cated for  the  4  years  of  the  program  probably  will  be  more  like 
$250,  $275  billion  of  deficit  reduction,  if  passed  by  the  Congress, 
and  I  hope  it  is,  and  soon,  and  that  will  take  something  out  of  the 
economy.  But  what  we  analyzed  at  this  pass  was  the  $325  billion  of 
deficit  reduction. 

And  in  the  appendix,  we  show  the  effects  on  the  economy,  infla- 
tion, the  unemployment  rate  and  jobs,  the  deficits,  interest  rates 
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and  profits,  as  well  as  potential  output  from  the  program,  the  full 
programs,  very  complicated,  running  an  econometric  model,  and 
we  also  show  the  results  of  an  additional  1  percentage  point  cut  in 
interest  rates  by  the  Federal  Reserve  starting  in  January  1994, 
along  with  the  fiscal  restraint,  because  the  program  itself,  as  I  say, 
and  I  will  repeat,  in  our  estimations  reduces  economic  growth  in 
1994  to  1997  by  four-tenths  of  a  percentage  point  a  year. 

Because  of  the  cost-push  nature  of  the  energy  tax  increases,  it 
does  raise  inflation  by  a  few  tenths  of  a  percentage  a  year,  al- 
though inflation  stays  low.  Interest  rates  are  a  lot  lower.  The  un- 
employment rate  doesn't  change  much,  but  over  the  totality  of  the 
years  of  the  program,  the  net  is  some  loss  of  jobs,  rather  than  a 
gain  of  jobs.  Yet  I  think  it  is  all  worthwhile,  the  program  to  deal 
with  in  an  integrated  whole — that  is,  the  stimulus  part  of  it  and 
the  long  run  part  of  it — and  it  bears  support  and  approval,  perhaps 
with  some  fine  tuning,  by  the  Congress. 

I  have  seen  in  all  too  many  years,  over  the  past  10  or  15  years, 
very  little,  if  any,  progress  made  on  some  of  our  basic  and  most 
fundamental  macroeconomic  problems,  because  of  getting  lost  in 
the  details  and  the  nitty-gritty  of  a  number  of  proposals  that  never 
please  everybody  all  at  the  same  time. 

So  I  think  we  all  really  simply  have  to  support  the  program  and 
move  ahead  with  it,  and  there  are  a  number  of  reasons  why.  One, 
this  is  the  most  credible  deficit  reduction  since  1990,  the  OBRA  and 
Budget  Enforcement  Act,  the  first  real  attempt  to  get  the  budget 
deficit  down. 

This  program  goes  farther  than  that,  I  believe,  and  it  is  a  serious 
and  I  would  say  credible  and  respectable  attempt,  number  one,  to 
reduce  our  budget  deficits,  debt  and  debt  service  in  the  long  run.  I 
would  hate  to  see  our  society  lose  a  chance  to  do  that,  because  it  is 
so  difficult  to  make  an  attempt  to  cut  deficits  since  the  pain  is  so 
great  for  so  many  constituency  groups. 

I  think  it  is  more  of  a  deficit  reduction  plan  than  it  is  a  stimulus 
plan.  The  stimulus  is  near  term.  The  payoff  from  reducing  deficits 
and  the  changes  in  the  system  are  through  investments  and,  really, 
through  the  long  run.  That  in  itself,  in  political  terms,  is  extraordi- 
nary for  a  system  which  normally  is  so  short  run  oriented  to  begin 
to  take  the  medicine  that  is  absolutely  necessary  for  the  long  run. 

And  so  even  though  it  will  hurt  our  economy  in  terms  of 
growth — it  may  lose  us  some  jobs — I  would  rather  see  us  act  on  it 
pretty  much  in  its  totality,  even  though  it  does  not  cut  spending 
and  provide  for  government  efficiencies  as  much  as  I  would  like, 
and  most  of  the  executives  and  financial  people  I  know  would  like, 
and  raises  taxes  a  fair  amount.  Still,  that  mix  of  tax  increases  and 
spending  cuts  will  lead  to  deficit  reduction  and  that  is  absolutely 
essential. 

I  think  there  can  be  and  Congress  can,  along  with  the  adminis- 
tration, probably  find  some  more  spending  cuts  to  make,  and  I 
would  urge  you  to  do  that.  I  guess  it  is  a  question  of  voting  for  an 
integrated  program  for  the  greater  good  that  doing  what  we  have 
done  in  the  last  10  years,  which  is  to  get  hung  up  in  a  lot  of  details 
and  basically  do  nothing  about  deficit  reduction. 

The  financial  markets  and  bondmarket  participants  have  voted 
and  indicated  that  they  think  this  is  the  most  serious  and  credible 
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plan  since  1990,  more  so  than  Gramm-Rudman-HoUings,  and 
should  Congress  and  the  administration  waffle  or  back-pedal  now 
on  the  apparent  progress  here  in  this  deficit  reduction  part  of  the 
plan,  the  bond  markets  would  be  very  unforgiving. 

And  so  if  one  wants  a  permanently  lower  interest  rate  environ- 
ment, which  is  a  very  big  prerequisite  for  raising  our  long-run  po- 
tential growth,  then  moving  this  package  along  and  getting  it  out 
and  passed  despite  disagreement  on  details  and  emphasis  would  be 
a  good  thing  to  do. 

It  also  is  a  politically  opportune  time  to  legislate  such  a  plan 
that  has  so  much  shared  sacrifice  across  the  board.  One  would 
hope,  and  I  touch  finally  on  the  question  you  asked  about  the  Fed- 
eral Reserve,  coordinating  its  monetary  policy  to  offset  the  restric- 
tive fiscal  policy,  I  think  I  have  answered  that  in  advance,  the  Fed- 
eral Reserve,  in  a  test  tube  experiment,  it  would  be  ideal  for  the 
Federal  Reserve  to  lower  interest  rates  in  advance  of  fiscal  re- 
straint to  offset  the  restraint. 

But  I  don't  think,  institutionally  that  can  happen.  I  think  ulti- 
mately, with  this  kind  of  program  and  the  effect  on  growth  that  it 
will  have,  what  basically  is  not  a  strong  growth  path  for  the  econo- 
my anyway,  ultimately  the  Federal  Reserve  will  end  up  kicking  in 
with  yet  lower  interest  rates,  providing  an  even  lower  interest  rate 
profile  than  we  have  now,  which  would  be  very,  very  important  for 
increasing  our  long-run  potential  output. 

The  Congress  and  the  administration  have  to  do  the  right  thing 
on  fiscal  policy  and  deficit  reduction  regardless,  anjnvay,  and  then 
expect  the  Federal  Reserve  and  our  trading  partners  to  do  the 
right  thing  on  their  part.  In  the  case  of  the  Federal  Reserve,  it 
would  be  yet  easier  monetary  policy.  In  the  case  of  our  trading 
partners,  it  would  be  stimulative  policy  which  would  help  our 
economies  grow  more. 

Thank  you. 

[The  prepared  statement  of  Dr.  Allen  Sinai  follows:] 
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The  Clinton  Economic  Plan  and  Budget  Program: 

Progress  or  Problem? 

by  Allen  Sinai* 

The  Economic   Plan  of  the  new  Administration  represents  a  blueprint 
for  a  number  of  big  wave  changes  in  the  U.S.  economy  and  society.^ 

Among  them  are: 

1)  a  focus  on  the  long-run  for  the  U.S.  economy  and  its 
macroeconomic  and  microeconomic  problems — in  stark  contrast  to 
the  more  typical  short-run  horizon  of  policymaking  in 
Washington; 

2)  the  active  use  of  fiscal  measures  in  economic  policy — in 
contrast  to  the  nearly  exclusive  reliance  on  monetary  policy 
in  recent  years; 

3)  a  more  prominent  role  for  the  federal  government  in  order  to 
achieve  perceived  economic  and  social  goals--in  stark  contrast 
to  the  laissez-faire  approach  and  heavy  reliance  on  market 
forces  and  the  market  mechanism  of  the  past; 

4)  a  sea  change  in  the  direction  of  the  federal  budget  deficit 
through  a  serious  and  bona  fide  deficit  reduction  plan 
involving  higher  taxes,  reduced  spending  and  lower  debt 
service--in  contrast  to  the  previous  inability  of  the  U.S. 
system  to  agree  upon  the  necessary  ways  for  permanently 
reducing  the  structural  deficit; 

5)  an  emphasis  on  rebuilding  the  basic  building  blocks  of  any 
society  and  the  use  of  government  as  a  driving  force  for  this 
end — by  attempting  to  a)  increase  the  quality  and  quantity  of 
the  workforce,  b)  the  public  sector  infrastructure,  c)  capital 
stock  of  the  private  sector,  d)  encourage  research  and 
development,  e)  improve  technology  and  f)  set  a  positive 
backdrop  for  small  business--in  contrast  to  years  of  stressing 
consumption-based  prosperity; 

6)  attention.  instead  of  inattention.  to  some  difficult  and 
complicated  microeconomic  problems  such  as  health  care, 
welfare  reform,  education  and  training--problems  on  the 
backburner  of  international  and  domestic  policy  priorities  in 
recent  years.  Progress  in  these  micro  areas,  if  successful, 
can  help  macroeconomic  performance,  by  reducing  costs, 
increasing  economy-wide  efficiency,  and  improving 
productivity. 


*Chief  Economist,  The  Boston  Company;  President  and  CEO,  The  Boston 
Company  Economic  Advisors,  Inc. ;  Adjunct  Professor  of  Economics  and 
Finance,  Lemberg  Program  for  International  Economics  and  Finance, 
Brandeis  University. 

^Executive  Office  of  the  President  of  the  United  States,  A  Vision 
of  Change  for  America.  U.S.  Government  Printing  Office,  February  17, 
1993. 
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These  new  directions  themselves  are  the  outgrowth  of  previous  major 
waves,  reflected  in  the  anemic  and  depressed  performance  of  the  U.S. 
economy  from  1989  to  1992  and  in  the  overwhelming  dissatisfaction 
indicated  by  the  American  electorate  in  the  1992  Presidential 
Election. 

As  both  an  effect  of  the  difficult  problems  and  weaknesses  of  the 
U.S.  economy  and  lower  standard-of-living  for  many  Americans,  and  as 
a  cause  of  future  change,  the  Plan  by-and-large  will  be  applauded  by 
most  as  a  step  toward  sustaining  noninf lationary  growth,  reducing  the 
unproductive  burden  of  deficits,  debt  and  debt  service  in  the  public 
and  private  sectors,  raising  productivity  and  potential  output,  and 
increasing  the  U.S.  standard-of-living  in  the  longer-run. 

No  set   of   proposals   by  any  Administration  with  so  many  possible 

effects,   so   many   affected   interest   groups,  and  so  many  having  to 

sacrifice   could  be  satisfactory  to  all.   Nor  should  it  be  expected 

that  the  proposals  can  be  error-free,  anywhere  near  perfect,  easy  to 
be  accepted,  or  without  modification. 

Debate,  analysis,  discussion  and  modification  are  signs  of  a  healthy 
society.  After  such  a  process,  changes  in  any  program,  so  long  as 
the  program  is  not  derailed,  can  be  a  sign  of  strength,  not  of 
weakness . 

The  Clinton  Plan  and  Budget  is  a  step  toward  sustaining  and 
potentially  extending  the  revival  and  renewal  of  the  U.S.  economy 
that  has  been  building  even  as  a  depressed  system  has  underperformed 
for  so  long. 

The  Congress,  Administration  and  American  people  should  try  to  view 
the  program  constructively  as  a  serious  blueprint  for  dealing  with 
some  of  the  most  complicated  and  difficult  macroeconomic  and 
microeconoroic  problems  the  country  has  ever  faced. 

Basically,  the  major  thrust  of  the  program  appears  quite  acceptable, 
so  that  legislating  and  passing  it  quickly  as  an  integrated  whole, 
with  only  a  little  fine-tuning,  is  in  order.  This  is  not  to  say  the 
Program  is  perfect,  will  satisfy  everyone,  or  will  not  end  up  with 
unattended  and  unexpected  negative  results.  Moving  forward  with  the 
Program,  constantly  monitoring  its  effects,  and  standing  ready  to 
quickly  alter  the  measures  and  to  make  further  adjustments  if  things 
do  not  go  right  should  be  agreed  upon.  It  is  important  that  after 
some  debate,  discussion,  perhaps  modification  and  change,  the  country 
agree  to  disagree  on  some  elements  of  the  Plan  and  its  effects  and 
also  agree  to  move  on,  instead  of  disagreeing  and  making  no  progress 
at  all.  For  too  long,  the  various  constituencies  of  the  U.S.  have 
failed  to  agree  or,  if  so,  taken  extraordinarily  long  to  do  so.  This 
propensity  has  promoted  gridlock  and  prevented  progress  from  being 
made. 

The  Clinton  Economic  Program  (CEP) 

The  Clinton  Economic  Program  is  far-reaching  in  scope,  with  several 
main  objectives,  not  all  of  them  consistent  on  a  contemporaneous 
basis. 
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The  main  inconsistency  lies  in  simultaneously  growing  the  economy 
faster  and  reducing  federal  budget  deficits.  Contemporaneously, 
fiscal  restraint  or  deficit  reduction  reduces  growth  in  the  economy 
and  fiscal  stimulus  from  increasing  the  deficit  adds  to  growth. 
Longer-run,  deficit  reduction  reduces  debt  and  debt  service  burdens, 
setting  up  for  a  better  economic  expansion  later  and  possibly 
creating  a  low  interest  rate  backdrop  that  can  enhance  capital 
formation  and  productivity  growth.  As  fiscal  restraint  is  put  into 
place  through  higher  taxes,  reduced  government  spending  or  less 
transfers,  guard  must  be  taken  against  a  fizzling-out  of  the  economy. 

Thus,  it  is  very  important  to  look  for  ways  to  raise  growth  and 
reduce  the  federal  budget  deficit  other  than  through  taxes  and 
spending,  such  as  reducing  cost  and  eliminating  inefficiencies, 
higher  productivity,  more  lending  by  financial  institutions,  or 
stronger  economic  growth  abroad.  If  growth  can  be  raised  without 
using  measures  that  increase  the  deficit,  the  higher  growth  can 
produce  more  tax  revenues  and  reduce  some  transfer  payments  and  thus 
reduce  the  deficit  at  the  same  time  that  the  economy  grows  faster. 

Of  course.  reducing  interest  rates  through  easier  monetary  policy  is 
yet  another  way  to  raise  growth  without  increasing  the  deficit. 
Actually,  easier  monetary  policy  would  reduce  the  deficit  by 
increasing   tax   receipts   and   lowering   the  net  interest  payments  of 

government. However.   an  easier  monetary  policy  could  only  be  taken 

if  economic  growth  were  weaker  than  desired  and  inflation  staved 
relatively  low.  given  the  current  institutions  and  arrangements  that 
surround  central  bank  monetary  policy. 

The  CEP  is  not  just  economic  in  nature,  but  like  all  budgets  sets  out 
priorities  and  directions  that  can  affect  the  economy  and  society  for 
many  years. 

First,   the  Plan  provides  "short-run  stimulus"  to  create  more  jobs  and 

growth    in   the   near-term,   through   nearly  $30   billion   of   extra 

spending,  transfers  and  business  equipment  tax  credits  in  1993  and 
1994. 

For  1993,  there  is  $14.7  billion  of  stimulus;  for  1994,  the  same 
amount. 

The  spending  is  divided  into  $3.4  billion  for  infrastructure, 
$5.3  billion  on  summer  jobs,  $3.2  billion  for  the  extension  of 
jobless  benefits,  and  $6.4  billion  from  a  7%  temporary  equipment 
investment  tax  credit.  The  equipment  investment  tax  credit  is  spread 
over  1993  and  1994,  at  $6.4  billion  in  each  year.  Another 
$4.8  billion  of  spending  and  transfers  on  infrastructure  and  summer 
jobs  is  indicated  for  1994. 

These  amounts  are  small  relative  to  the  $6  trillion  U.S.  economy  and 
can  only  serve  as  insurance  against  any  fizzling-out  of  the  economy, 
should  it  occur.  The  magnitudes  are  not  so  great  as  to  induce  too 
much  growth  in  the  economy;  indeed  actually  are  quite  minimal  in  size 
and  scope.  Since  the  investment  tax  credit  is  not  refundable,  many 
corporations,  especially  small  business,  may  not  be  able  to  use  it. 
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Second,  there  is  an  "investment"  dimension  of  the  Plan  through 
changes  in  government  spending  and  the  reallocation  of  spending 
priorities,  and  certain  changes  in  the  tax  system.  The  funding  of 
the  investment,  which  is  meant  to  enhance  the  basic  building  blocks 
and  long-run  productive  potential  of  the  economy,  comes  from  raising 
taxes,  planned  reductions  in  spending  elsewhere,  especially  defense 
and  entitlements,  and  hopefully  in  the  operations  of  government. 
This  emphasis  is  quite  different  from  many  other  fiscal  programs  in 
history,  where  the  primary  goal  was  to  change  government  spending  and 
taxes  in  order  to  stimulate  the  economy  in  the  short-run,  principally 
through  private  consumption  spending  and  business  capital  spending. 

Third,  a  significant  dose  of  "deficit  reduction"  is  proposed,  aimed 
at  changing  the  course  of  the  federal  budget  deficit  downward  through 
permanent  tax  increases  and  spending  reductions,  the  proceeds  of 
which  would  go  toward  reducing  the  deficit  or  what  is  being  called 
investment. 

Fourth,  the  Plan  stresses  long-run  themes,  e.g.,  thrusts  toward 
investment  and  deficit  reduction,  although  many  of  the  items 
indicated  as  investment  have  an  uncertain  outcome  and  payoff. 

Generally,  agreement  now  exists  that  U.S.  economic  problems  are  both 
structural  or  longer-run  and  cyclical  or  shorter-run  in  nature,  in 
contrast  to  past  episodes  that  primarily  were  a  consequence  of  the 
short-run  business  cycle.  Given  that  long-run  structural  problems 
have  been  a  major  source  of  poor  U.S.  economic  performance,  the  Plan 
strikes  the  right  chord  in  its  emphasis  on  the  long-run. 

Fifth,  the  Plan  returns  to  using  government  fiscal  policy  as  an 
instrument  to  achieve  desired  goals.  This  is  an  area  for  real 
debate,  a  change  from  the  last  twelve  years  when  the  role  of 
government  in  the  private  sector  was  intended  to  diminish.  But,  to 
the  extent  the  government  facilitates  enhancement  of  the  quality  and 
quantity  of  labor,  increased  capital  stock,  raises  research  and 
development,  helps  to  rebuild  infrastructure,  and  reduces  distortions 
in  the  economic  system,  even  with  some  cost  inefficiencies  and  a  risk 
of  too  much  government  regulation,  there  likely  will  be  a  net 
benefit. 

There  is  potential  for  real  damage  on  more  active  intervention  of  the 
federal  government.  Inefficiency  of  the  non-prof itmaking  government 
sector  remains  one  of  the  greatest  impediments  to  smooth  and  optimal 
economic  performance. 

The  Plan  would  be  better  if  it  stressed  more  specific  efficiencies 
and  suggested  additional  reductions  in  spending  and  in  the  operations 
of  the  federal  government  more  than  relying  on  increased  taxes  to 
fund  the  planned  investments  and  deficit  reductions. 


^See Allen Sinai, "What's  Wrong  With  the   Economy?"   Challenge, 
November-December  1992,  pp.  1-15. 


42 


-5- 

The  payoffs  from  the  investment  components  of  the  Program  are 
uncertain  as  to  magnitude  and  timing.  The  efficiencies  and  savings 
from  further  reducing  government  spending  and  downsizing  the  federal 
sector  are  clear  and  permanent.  Gains  in  government  efficiency 
through  the  kind  of  downsizing,  restrictions,  changes  in  management, 
limitations  to  bureaucracies,  and  improved  technology  that  the 
private  sector  has  embraced  would  not  only  save  and  release  funds 
from  lower  productive  uses  but  increase  the  efficiency,  productivity 
and  potential  output  of  the  economy  as  a  whole. 

Not  enough  attention  has  been  paid  to  nor  enough  actions  laid  out 
along  these  lines  in  the  Clinton  Economic  Plan. 

Congress  should  press  the  Administration  to  reduce  the  operating 
budget  of  the  federal  government  even  more,  to  streamline  further 
many  departments,  staff  size,  functions,  and  ask  whether  what  is 
being  done  is  necessary.  The  same  thinking  should  be  applied  to 
Congress  itself.  Much  of  the  U.S.  private  sector  has  gone  through 
this  exercise,  and  it  is  painful.  But,  the  federal,  state  and  local 
government  sectors  really  have  not. 

Sixth,  the  Plan  emphasizes  human  capital,  infrastructure  improvement 
and  capital  spending,  technology  and  research,  and  small  business — 
appropriately  so  if  the  goal  is  to  enhance  productive  efficiency,  to 
lift  the  long-run  growth  potential  of  the  U.S.,  and  to  improve 
international  competitiveness. 

Certainly,  the  details  of  the  Program  can  be  improved  upon  and  better 
ways  developed  to  achieve  the  goals  that  are  desired.  But,  the  basic 
thrust  of  the  Plan  is  correct,  credible  and  to  be  lauded. 

Finally,  the  dissemination  of  the  Plan,  these  Hearings  and  others, 
the  promotion  of  the  Plan  and  its  discussion  all  represent  a  critical 
step  forward  in  our  society — the  opening  up  of  Washington  to  the 
American  people,  where  the  ultimate  wisdom  and  power  reside. 

Getting  Back  to  Work? 

Over  the  long-run,  the  Program  probably  will  help  create  permanent, 
high-quality,  high-paying  jobs.  In  the  short-run,  this  year  and 
next,  the  stimulus  of  summer  jobs  opportunities  and  infrastructure 
spending  should  increase  jobs  and  put  more  people  back  to  work. 

But,  the  permanent  creation  of  new  jobs  is  not  for  sure,  since  the 
costs  of  deficit  reduction  must  certainly  be  some  loss  of  growth  and 
jobs  from  the  demand-side  along  with  the  benefits  from  the 
investments  in  people,  education  and  training,  infrastructure, 
technology,  and  in  small  business. 

Since  the  payoffs  from  the  investment  side  of  the  Program  and  from 
deficit  reduction  can  take  long  to  emerge,  the  intermediate-term 
could  well  produce  net  losses  in  growth  and  jobs  from  what  otherwise 
would  have  occurred.  Any  loss  of  growth  and  even  of  jobs  from  the 
higher  taxes  and  net  reductions  in  spending  by  the  federal  government 
would  represent  the  short-  and  intermediate-term  costs  associated 
with  reducing  deficit  and  the  shift  debt  and  debt  service  burdens 
from  the  federal  budget  which  has  existed  for  the  last  two  decades. 
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It  is  certainly  possible  that  the  beneficial  effects  of  the  lower 
interest  rate  profile  that  will  unfold  in  advance  of  and  as  deficit 
reduction  occurs  on  growth,  investment,  and  the  investments  in 
people,  infrastructure,  capital  stock,  research  and  technology  and 
potential  output  will  outweigh  the  negative  effects  from  fiscal 
restraint.  Perhaps  some  help  from  overseas  as  economies  in  the  major 
industrialized  countries  begin  to  expand  again  and  the  Federal 
Reserve  may  be  needed  to  outweigh  the  costs  to  growth  and  jobs  from 
the  Program.  All  must  be  asked  to  contribute  because  of  the  inherent 
risk  to  economic  growth  of  fiscal  restraint. 

Ideally,  to  maintain  the  same  growth  path  in  the  economy  with  the 
Program  that  would  have  existed  without  it,  an  offsetting  and 
compensating  easing  of  monetary  policy  should  take  place.  Also,  it 
is  important  that  the  overall  magnitude  of  the  deficit  reduction 
although  not  be  too  great,  since  too  much  deficit  reduction, 
appropriate  for  the  long-run  elimination  of  the  federal  budget 
deficit,  could  topple  the  economy  and  prevent  help  from  the  other 
areas  from  providing  enough  of  an  offset. 

It  is  too  much  to  expect  the  central  bank  to  agree  in  advance  on  the 
textbook  and  test  tube  twist  in  policy  mix  from  a  loose  fiscal- 
neutral   monetary  policy  combination  to  a  tight  fiscal-easier  money 

combination. As   fiscal  restraint  unfolds,  the  central  bank  should 

ease  monetary  policy  to  offset  the  lost  growth  and  job  losses  that 
are  a  cost  of  deficit  reduction  (Tables  4 .  5  in  the  Appendix) . 

There  are  few  other  choices  for  the  U.S.  economy  than  the  CEP.  The 
U.S.  really  must  embark  on  a  course  of  action  to  reduce  the  budget 
deficit  and  shift  to  more  saving  and  more  investment  in  both  the 
private  and  public  sectors  as  a  strategy  for  creating  permanent, 
high-quality,  high-paying  jobs  and  the  maximum  potential  output  and 
standard-of-living  for  all  Americans. 

The  question  is  whether  Americans  will  have  the  patience  for  whatever 
is  necessary  to  stay  the  course  and  policymakers  in  Washington  the 
courage  to  stick  with  deficit  reduction  and  the  easier  monetary 
policy  that  might  be  necessary  to  offset  whatever  job  loss  may  occur 
as  a  consequence. 

Economic  Analysis  of  the  Clinton  Plan 

Tables  1  and  2  in  the  Appendix  summarize  the  Clinton  Program  and  the 
preliminary  version  of  the  Administration  budget. 

Table  1  reproduces  the  figures  provided  by  the  Administration  and 
reshuffles  them  to  array  deficit  reduction  measures  against  those 
that  raise  the  deficit,  by  category,  and  the  resulting  changes  in  the 
structural  budget  deficit.  Table  2  provides  more  detail  in  another 
setup. 

Both  Tables  show  a  modest  dose  of  net  fiscal  stimulus  in  1993  and 
then  increasing  doses  of  fiscal  restraint  in  the  years  1994  to  1997. 
The  Program  plans  ex-ante  a  total  of  $325  billion  in  deficit 
reduction,  composed  on  nearly  $13  billion  net  fiscal  stimulus  in 
fiscal  year  1993  and  reductions  in  the  budget  deficit  thereafter 
ranging  from  about  $34  billion  in  FY1994  to  $140  billion  in  FY1997. 
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There  is  no  way  that  tax  increases  and  spending  reductions  well  in 
excess  of  any  spending  increases  and  tax  reductions  would  not  weaken 
the  economy.  This  is  true  even  taking  account  of  the  positive 
effects  on  the  economy  from  the  sharp  reductions  of  interest  rates 
that  have  occurred  because  of  expectations  for  sizeable  outyear 
reductions  in  the  deficits. 

At  the  least,  economic  growth  should  be  shaved  from  what  it  would 
otherwise  have  been,  probably  more-and-more  in  later  years  because  of 
the  ramping  up  in  the  planned  deficit  reduction.  This  makes 
prospects  for  runaway  growth  or  a  boom  much  less  likely  and  increases 
the  odds  that  no  significant  reacceleration  or  reignition  of 
inflation  might  occur  for  many  years.  If  so,  then  the  odds  on  any 
Federal  Reserve  tightening  must  be  less  and  a  long  period  of 
relatively  low  short-term  interest  rates  can  be  seen. 

Thus,  the  "vision"  has  to  be  slower  growth,  and  a  slower  approach 
toward  full  employment,  less  chance  of  accelerating  inflation  from 
the  demand-side,  more  chance  that  the  Federal  Reserve  will  have  to 
hold  interest  rates  low  or  perhaps  reduce  them,  and  a  continuing  low 
profile  of  interest  rates.  The  fixed  income  markets  have  quickly 
absorbed  these  notions. 

Short-Run  Stimulus — Is  It  Needed?  Current  Economic  Performance  and 
Prospects 

Not  surprising  is  that  a  dose  of  short-run  fiscal  stimulus  was 
offered  to  help  insure  continuing  economic  recovery,  enough  to 
prevent  a  fizzling-out  of  the  economy  this  year  with  attempts  to 
increase  jobs  and  to  lower  the  uneraployroent  rate. 

On  the  recent  performance  of  the  economy,  3.4%  growth  in  the  third 
quarter  of  last  year  and  4.8%  in  the  fourth  quarter,  the  need  for 
fiscal  restraint  does  appear  questionable. 

The  Plan's  stimulus  actually  is  very  small,  too  little  to  raise 
growth  much  or  cause  any  accelerated  inflation,  but  enough  to  provide 
some  insurance  against  a  possible  fizzling-out  of  the  economy  as  the 
year  moves  on. 

Such  a  risk  does  exist  and  has  shown  up  in  some  recent  data, 
including  declining  consumer  confidence,  fewer  tax  refunding  than  a 
year  ago,  and  weakness  in  the  growth  of  money  and  credit. 

Table  3  in  the  Appendix  shows  the  current  economic  outlook  of  The 
Boston  Company  Economic  Advisors,  Inc.  (TBCEA)  after  the  revised 
report  on  Gross  Domestic  Product  (GDP)  of  February  26.  This 
projection  assumes  passage  of  the  Clinton  Economic  Plan — the 
short-run  stimulus  and  most  of  the  long-run  deficit  reduction 
program. 

After  a  slowdown  in  the  first  half  from  the  sharp  up-impulse  of  the 
last  two  quarters,  the  economy  benefits  from  the  stimulus  of 
additional  spending  and  transfers  in  the  third  and  fourth  quarters, 
extending  the  solid  economic  lecovery  that  began  late  last  summer. 
Without  the  short-run  fiscal  stimulus,  real  economic  growth  would  be 
expected  to  fade  to  around  2-1/2%. 
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Although  probably  is  a  self-sustaining  and  entrenched  now  and 
indicated  indicated  as  such  in  the  forecast,  without  this  minimal 
dose  of  short-run  fiscal  stimulus,  and  even  with  it,  there  remains  ^ 
risk  of  f izzling-out,  especially  given  weak  economies  overseas, 
continuing  heavy  reductions  of  defense  spending,  and  only  modest  jobs 
creation. 

The  economy  has  shown  a  promising  start  to  the  expansion,  probably 
will  last  a  long  time,  with  lots  of  healthy  signs  including  a  surge 
in  consumer  spending  led  by  big-ticket  items,  strong  producers' 
durable  equipment  spending,  rising  home  sales,  increased  housing 
starts  and  residential  construction,  and  lean  inventory-sales  ratios. 

The  upturn  has  been  led  by  the  private  sector  with  weak  outlays  in 
the  public  sector,  yet  another  healthy  development  as  resources  are 
reallocated  from  the  public  to  private  sector.  Adjustments  to  f-.e 
unwinding  of  defense,  while  painful,  are  continuing.  Financial 
positions  of  households  and  businesses  continue  to  improve.  The 
banking  system  is  healthy  again.  Low  inflation  and  a  low  profile  of 
interest  rates  are  setting  the  stage  for  a  long  expansion. 

Nevertheless,  the  economy  is  unlikely  to  boom  ahead  with  so  much 
weakness  overseas,  so  many  adjustments  still  to  go,  and  retrenchment 
from  remaining  excesses  still  to  come  in  so  many  places.  This  is 
evidenced  in  the  continuing  restructuring  and  downsizing  of  so  many 
corporations,  with  job  loss  still  significant  for  many  companies. 

Deficit  Reduction — Linchpin  of  the  Plan 

On  paper,  over  the  four  years  from  1994  to  1997,  the  Clinton  short- 
run  stimulus,  investment  and  deficit  reduction  proposals  provide  for 
$39  billion,  $54  billion,  $92  billion  and  $140  billion  of  net 
structural  budget  deficit  reductions  after  about  $13  billion  of  net 
stimulus  in  FY93 — a  total  of  $325  billion  cumulated  deficit 
reductions  over  1994  to  1997. 

To  obtain  this  amount  of  deficit  reduction,  planned  tax  increases  and 
spending  reductions  totalling  $704  billion  over  the  four-year  period 
are  indicated  and  planned  spending  increases  and  tax  cuts  totalling 
$169  billion  are  proposed.  The  calculations  are  shown  in  Table  i, 
rearranged  by  TBCEA  from  the  Administration  Tables.  The  Table 
combines  the  short-run  stimulus  with  long-run  deficit  reduction 
proposals.  It  also  includes  estimates  on  reductions  in  debt  service 
costs  because  outstanding  federal  government  debt  is  generally  less, 
assuming  no  change  of  interest  rates. 

Though  legitimate  disagreements  can  exist  over  where  certain  iter^s 
are  classified,  e.g.,  social  security  (85%  of  benefits  taxed  instead 
of  50%  for  higher  income  recipients,  fees  for  government  services, 
and  similar  items,  all  treated  as  expenditures)  the  net  structural 
deficit  reduction  is  what  counts  the  most. 

Although  in  purchases  and  transfers,  and  tax  increases  do  he ve 
different  economic  effects  on  growth,  inflation,  profits,  and  work 
effort  the  differences  are  not  large  enough  in  a  $6  trillion  econoTiy 
to  change  the  thrust  and  direction  of  the  economic  impacts  if  the 
Program  is  credible,  permanent  and  enactable. 
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Certainly,  it  is  reasonable  to  assume  that,  in  reality,  the  Program 
will  not  be  enacted  and  realized  exactly  as  proposed.  Tax  receipts 
may  be  overestimated  as  the  private  sector  scrambles  to  avoid  paying 
the  higher  taxes,  some  spending  reductions  might  be  limited  by 
Congress  or  not  likely  to  be  effected,  and  the  spending  increases 
might  run  over  estimates. 

Initial  examination  of  the  Program  detail  suggests  possibly 
$50  billion  of  such  items,  perhaps  reducing  the  four-year  cumulative 
deficit  reductions  to  $275  billion  or  even  $250  billion  instead  of 
$325  billion. 

For  example,  if  deliberations  over  the  tax  revenues  in  the  deficit 
reduction  program  run  on  to  August  and  September,  it  might  be  that 
the  Administration  and  Congress  will  delay  those  tax  increases  that 
are  retroactive  to  January  1,  starting  them  perhaps  on  October  1,  in 
the  new  fiscal  year.  Shifting  1994  income  into  1993  might  also  lower 
the  tax  receipts  from  the  Program.  The  amount  of  deficit  reduction 
in  1994  thus  would  be  lower  than  estimated  under  current  assumptions. 

Basically,  "Budget  Aficionados"  will  declare  the  Clinton  Program  to 
constitute  a  significant,  although  not  enough,  bona  fide  reduction  in 
the  structural  budget  deficit.  The  Program  is  more  oriented  toward 
deficit  reduction  than  a  stimulus  to  jobs,  with  a  "Grand  Experiment" 
the  so-called  investment  components  of  the  Program  on  infrastructure, 
education  and  training,  human  capital,  technology,  community 
development  and  housing,  and  their  uncertain  outcome.  The  Program 
will  be  blessed,  not  completely  so,  but  as  a  serious  attempt  to 
reduce  the  deficit  by  almost  all,  as  moving  in  the  right  direction. 
Chairman  Greenspan  already  has  done  so  in  Congressional  testimonies. 

The  estimates  of  deficit  reductions  could  be  buttressed  by  other 
factors. 

(l)The  Administration  estimates  reductions  in  net  interest  costs  from 
less  debt  outstanding,  but  at  the  same  interest  rates  before  and 
after.  If  interest  rates  turn  out  to  decline,  as  has  occurred 
recently,  the  savings  on  net  interest  from  this  source  could  be 
underestimated . 

(2)The  economic  assumptions  used  to  calculate  the  revenues  and 
expenditures,  on  both  the  unified  and  structural  (at  full  employment) 
budget  bases,  could  be  conservative,  below  current  Consensus,  the 
Office  of  Management  and  Budget  (0MB)  and  TBCEA  projections.  More 
cautious  economic  assumptions  produce  less  tax  revenues  and  higher 
outlays  because  of  transfer  payments. 

(3)The  position  of  interest  rates  is  of  considerable  importance, 
since  a  permanent  change  in  the  level  of  nominal  interest  rates  from 
a  change  in  the  pattern  of  federal  budget  deficits  changes  the  net 
interest  costs  of  the  federal  government  at  full  employment  and  the 
structural  budget  deficit.  The  declines  of  interest  rates  since  the 
Program  announcements  were  not  factored  into  the  Administration 
calculations  of  the  budget  deficits. 
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(4) Finally,   if  the  Program  results  in  higher  productivity  and  greater 

potential   output   in   the  outyears,  the  tax  receipts  produced  by  the 

economy  at  full  employment  would  be  greater  and  permanently  lower  the 
structural  budget  deficit. 

Economic  Analysis  of  the  Clinton  Plan — Some  Preliminary  Quantitative 
Results 

The  Boston  Company  Economic  Advisors,  Inc.  (TBCEA)  is  analyzing  and 
estimating  the  economic  effects  of  the  Clinton  Program  with  the 
Sinai-Boston  Econometric  Model  of  the  United  States,  exactly  as 
indicated  in  the  Administration  documents  and  then  under  mort 
realistic  assumptions  on  the  realism  of  the  various  measures,  reality 
of  adjustments  in  the  private  sector  to  the  structural  changes,  and 
what  the  political  process  will  produce. 

The  Program  is  complicated  and  the  results  are  being  released  as 
completed.  The  initial  passes  with  the  Model  suggest  the  following, 
so  far  only  from  simulation  of  the  Clinton  Plan  as  indicated  in 
Tables  1  and  2  of  the  Appendix.  Table  4  in  the  Appendix  shows  the 
results.  Tables  5  and  6  indicate  the  results  with  some  offsetting 
Federal  Reserve  easing.  Charts  1-3  present  comparisons  of  major 
economic  variables. 

It  must  be  stressed  that  these  results  are  preliminary  and  tentative 
based  on  analysis  and  examination  of  the  Plan  to-date.  which,  because 
of  its  complicated  nature.  may  not  be  fully  and  completely 
incorporated  and  implemented  so  far  in  the  model  runs. 

Briefly: 

Economy:  A  somewhat  stronger  economy  in  1993,  up  by  0.2 
percentage  points,  then  weaker,  with  real  GDP  growth  off 
approximately  0.4  percentage  points  a  year  from  1994  to  1997. 

Inflation:  Essentially  the  same  or  somewhat  higher,  depending  on 
the  measure  of  inflation  used,  principally  from  the  cost-push 
effect  of  higher  corporate  taxes  and  the  increase  of  energy  taxes 
and  its  derivative  effects  from  July  1,  1994  forward.  However, 
the  rate  of  inflation  should  remain  relatively  low. 

■Jobs  and  Unemployment:  A  significant  number  of  jobs  should  be 
created  in  1993  and  1994  from  the  short-run  stimulus  program  as 
it  concentrates  on  creating  summer  jobs.  The  jobs  increases 
extend  into  1994  because  the  restraint  of  deficit  reduction  does 
not  enter  until  later.  Subsequently,  jobs  are  lost  compared  to 
the  baseline.  Overall.  the  Program  does  not  create  more  jobs 
than  what  would  have  occurred  without  the  Program.  This 
particular  model  result  may  be  subject  to  question  since  much  of 
the  model  response  on  the  jobs  front  is  very  much  affected  by 
coefficients  estimated  over  the  strong  jobs  creation  period  of 
the  1980s. 


For  a  discussion  and  description  of  the  Sinai-Boston  Model  and  its 
properties,  see  Allen  Sinai  "Financial  and  Real  Business  Cycles," 
Eastern  Economic  Journal.  Winter  1992,  pp.  1-54. 
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-  Profits:  Weaker,  but  not  greatly  so,  from  the  higher  personal 
and  corporate  taxes,  diminished  economic  activity,  and  somewhat 
higher  breakeven  costs  of  higher  energy  taxes. 

Federal  Budget  Deficit:  This  is  the  big  winner  with  the  tax 
increases,  relatively  small  net  spending  reductions,  and  lower 
interest  rates  all  combining  to  produce  somewhat  greater  deficit 
reduction  than  expected  in  the  Plan. 

Interest  Rates:  Down  significantly  from  Baseline  levels  on 
approximately  $80  billion/year  of  deficit  reduction.  Depending 
on  how  perceived,  the  ramping-up  of  deficit  reduction  diminishes 
the  interest  rate  effect  in  the  early  stages,  with  declines 
averaging  30  to  50  basis  points  but  then  larger  later. 

P'xchanqe  Rate:  Somewhat  lower  off  the  deficit  reduction  because 
of  a  weaker  economy  and  lower  interest  rates.  This  presumes  no 
.^h^nqes  in  interest  rates  overseas  as  a  consequence.  But,  the 
dollar  should  be  stronger  because  of  a  healthier  U.S.  economy, 
lower  rates  overseas.  and  good  reception  to  attempts  to  reduce 
che  budget  deficit. 

Stock  Market:  Somewhat  higher  as  a  result  of  the  Program,  mainly 
from  the  effects  of  lower  interest  rates  on  the  present  value  of 
expected  earnings  and  the  discounting  to  a  present  price. 
Aftertax  earnings  are  lower  on  the  S&P500  but  offset  by  the  lower 
interest  rates. 

The  economic  results  must  be  qualified  by  the  significant  nature  of 
the  changes  to  the  structure  of  the  economy  and  its  dynamics 
occasioned  by  the  Program.  Much  of  the  Program  is  different  enough 
from  history  so  that  the  coefficients  of  response  in  the  economy 
couIj  be  altered,  limiting  the  "what  if"  validity  of  the  results 
generated  by  the  Model. 

Deficits  and  Interest  Rates 

The   recent  fixed  income  market  rally  of  the  last  few  months  can  be 

attributed  to  the  emergence,   evolution,   announcement  and  now  the 

analysis  of  a  turn  to  deficit  reduction  by  an  Administration  that  had 

bein  expected  to  do  just  the  opposite. 

Five  stages  in  the  bond  market's  attitude  toward  the  election  and 
comincj  new  Clinton  Administration  can  be  identified:  1)  disbelief 
a/id  shock  that  Clinton  might  win  the  Presidency  in  late  summer,  with 
resulting  upticks  on  interest  rates;  2)  resignation  over  an  actual 
Clinton  win  which  produced  further  increases  on  interest  rates,  7.73% 
on  the  30-year  Treasury  bond  yield  by  November  9;  3)  better  fixed 
m^cme.  markets  beginning  around  mid-November  after  so  much 
discounting  of  possible  bad  news;  4)  a  rally  beginning  after  the 
Lit',  le  Rock  Economic  Summit  where  a  lot  of  attention  began  to  be 
focussed  on  deficit  reduction;  5)  declining  long-term  interest  rates 
in  the  past  month  as  it  became  clear  that  deficit  reduction  had 
become  an  equal,  perhaps  even  greater,  priority  for  the 
Administration  than  jobs;  and  6)  a  sharp  rally  in  the  aftermath  of 
the  Clinton  speeches  on  the  Economic  Plan  and  realization  that  a  big 
chunk  will  be  taken  out  of  the  structural  budget  deficit. 
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A  "permanent"  reduction  in  the  structural  budget  deficit  suggests: 

1)  less  economic  growth  and  a  greater  risk  of  recession  in  the 
outyears; 

2)  possible  downward  pressure  on  inflation,  or,  at  least,  a  lid 
on  inflation; 

3)  less  reason  or  need  for  the  Federal  Reserve  to  tighten  and 
perhaps  a  need  for  easing; 

4)  fewer  Treasury  issues; 

5)  less  chance  that  the  U.S.  as  a  debtor  nation  would  inflate  its 
way  out  of  deficits  and  debt  as  have  so  many  other  countries 
in  history; 

— all  pluses  for  fixed  income  markets. 

If  permanent  deficit  reduction  is  perceived,  expected,  or  even 
partially  so,  fixed  income  securities  prices  should  tend  to  rise 
until  "fair  value"  is  reached.  On  the  current  drop  of  interest  rates 
and  dynamic  changes  in  the  backdrop  for  the  fixed  income  markets, 
fair  value  is  hard  to  determine  and  a  wide  open  territory  exists  for 
interest  rates.  Indeed,  as  the  event  of  President  Clinton's 
proposals  on  stimulus.  investment  and  deficit  reduction  approached, 
it  became  clearer  and  clearer  that  the  Administration  would  mount  a 
serious  attempt  to  cut  the  deficit  in  the  outyears  and  the  "Clinton 
Rally"  resulted. 

Role  of  the  Federal  Reserve 

The  role  of  the  Federal  Reserve  under  the  program  of  fiscal  restraint 
could  become  quite  critical  to  whether  the  Clinton  Administration 
succeeds  in  achieving  more  jobs  as  a  net  result  of  the  Program. 

The  fiscal  restraint,  itself,  reduces  economic  growth  and  the  demand 
for  workers,  likely  cutting  jobs  from  a  baseline  in  the  outyears. 

The  Sinai-Boston  Model  of  the  U.S.  Economy  does  not  produce  big 
enough  improvements  in  the  economy  off  the  lower  interest  rates  to 
more  than  offset  the  loss  in  growth  and  in  jobs  from  the  planned 
fiscal  restraint.  This  is  despite  the  numerous  channels  and  effects 
of  financial  factors  on  the  economy  that  is  modeled  in  the 
Sinai-Boston  framework.  A  lower  cost  of  capital,  increased  cash  flow 
from  reduced  debt  service  across  all  sectors,  funds  released  through 
refinancing,  better  balance  sheets,  more  confidence,  and  a  better 
stock  market  all  are  consequences  of  the  lower  interest  rates.  But, 
these  positive  results  from  the  Program  on  the  financial  side  simply 
do  not  produce  big  enough  responses  in  the  economy  to  offset  the 
restraint  of  higher  taxes  and  reduced  spending. 

What  the  Federal  Reserve  does  thus  become^ critically  important. 
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Tables  5  and  6  show  the  response  of  the  economy  in  its  various  key 
dimensions  to  easier  monetary  policy  used  to  offset  the  negative 
effects  of  fiscal  restraint.  In  the  model  simulations,  easier 
monetary  policy  occurs  beginning  in  1994,  actually  unlikely  given  the 
current  institutional  set  up  in  the  U.S.  economy. 

Should  the  Federal  Reserve  ease  as  an  offset  to  fiscal  restraint? 

The  answer  is  absolutely  yes,  if  permanent  extra  jobs  creation  is  to 
occur,  at  least  according  to  the  model  simulations. 

When  should  the  Federal  Reserve  ease?  Ideally,  offsetting  ease  ought 
to  be  employed  early,  given  the  lags  in  the  effects  of  monetary 
policy  on  the  economy.  Practically  speaking,  a  yet  easier  Federal 
Reserve  policy  likely  would  emerge  over  the  period  of  the  fiscal 
restraint  if  the  economy  showed  up  weaker  than  desired. 

How  much  would  the  central  bank  have  to  ease  to  offset  the  fiscal 
restraint?  The  model  simulations  should  that  75  to  100  basis  points 
reductions  would  be  necessary,  not  a  large  dose  of  monetary  ease  at  a 
time  when  inflation  still  would  be  running  fairly  low. 

Some  Concluding  Perspectives 

Generally,  the  economic  impact  of  the  Clinton  Economic  Program,  if 
enacted  as  is,  should  be  to  strengthen  the  economy  in  1993  then 
weaken  the  economy  thereafter,  with  reasonably  stable  inflation,  a 
lower  profile  of  interest  rates,  fewer  jobs,  a  lower  federal  budget 
deficit,  improving  business  and  household  balance  sheets,  greater 
then  lower  aftertax  profits,  initially  a  lower  exchange  rate, 
improved  economic  activity  for  rate-sensitive  sectors  and  activities, 
somewhat  higher  productivity,  and  somewhat  greater  potential  output 
in  the  outyears. 

The  Model,  however,  is  not  well  equipped  to  handle  and  analyze  the 
potential  effects  of  the  investment-side  of  the  program,  since  it  is 
generally  a  new  thrust  relative  to  history. 

A  loss  of  jobs  as  indicated  runs  counter  to  one  of  the  major  goals  of 
the  Clinton  Administration,  more  jobs  from  the  combination  of  the 
measures.  Certainly,  the  short-run  stimulus  will  produce  more  jobs 
in  1993  and  probably  1994,  if  only  from  the  special  summer  programs 
and  their  aftermath.  But,  beyond  that,  the  fiscal  restraint  probably 
will  outweigh  the  short-run  stimulus  and  effects  of  lower  interest 
rates. 

Current  macroeconometric  models  are  not  well-equipped  to  estimate  the 
jobs  effect  from  this  kind  of  policy,  however,  for  several  reasons. 

1)  Most  models  have  coefficients  based  on  the  1980s  explosion  of 
jobs,  thus  show  a  greater  negative  response  than  may  be  true 
in  the  different  1990s  environment. 

2)  The  quick  reductions  of  interest  rates  that  occur  from  the 
expectations  effects  of  potentially  lower  deficits  may  have 
more  widespread  and  greater  effects  than  traditional  analysis 
indicates.  The  channels  to  the  economy  for  interest  rates  are 
much  more  than   just  the  cost  of  capital,  including  savings 
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from  refinancing,  the  effects  of  better  balance  sheets, 
potential  reinflation  of  asset  prices,  and  others,  so  that  a 
greater  positive  effect  on  the  economy  and  jobs  may  occur. 

3)  The  investment  programs  in  people,  small  business  and  capital 
goods  could  well  produce  more  payoff  than  most  analysis  might 
indicate.  Indeed,  this  is  the  "Grand  Experiment"  of  the 
Program,  with  unknown  and  uncertain  results  likely  in  the 
outyears. 

4)  The  Federal  Reserve  response  is  uncertain.  If  the  economy 
should  falter  the  Fed  could  lower  interest  rates  more  and  move 
the  economy  and  jobs  higher. 

A  wild  card  is  the  Federal  Reserve  and  the  reactions  of  monetary 
policy,  if  any,  to  the  Clinton  Economic  Program  on  a  weaker  economy, 
or  continuing  poor  jobs  growth,  should  it  occur. 

The  Model  simulations  assume  no  change  in  Federal  Reserve  policy, 
i.e.,  the  same  provision  of  Federal  Reserve  Credit  and  bank  reserves 
with  the  Clinton  Economic  Program  as  without  it. 

Should  the  central  bank  ease  monetary  policy  at  any  time  over  1994  to 
1997  compared  with  its  baseline  policy,  more  growth  and  lower 
interest  rates  would  occur,  to  reduce  the  deficit  because  of  high  tax 
receipts  and  yet  lower  interest  rates. 

Should  the  economy  slide,  as  many  argue  will  occur  from  the  negative 
effects  of  higher  tax  rates,  higher  inflation,  or  both,  and  the 
Federal  Reserve  react  slowly,  the  deficit  would  rise,  although  from 
cyclical,  not  structural,  effects. 

Another  unknown  has  to  do  with  programs  and  policies  that  might 
stimulate  the  economy  without  raising  the  deficit,  e.g.,  a  relaxed 
stance  by  regulators  on  the  banking  industry  and  more  lending.  To 
the  extent  this  and  other  similar  types  of  actions  take  effect,  the 
economy  could  do  better  without  any  cost  to  the  deficit,  cyclically 
generating  more  tax  receipts  than  expected  at  the  outset. 

By-and-larae.  looking  through  the  detail,  figures,  tables,  and  model 
results.  the  proposed  reductions  in  the  deficits  must  be  regarded  as 
a  potential  turning  point  and  sea  change  of  great  importance,  a  major 
step  in  reversing  the  long  trend  toward  increasing  deficits,  debt  and 
debt  service  across  most  of  the  U.S.  economy  in  ways  that  have 
greatly  hampered  its  short-  and  long-run  economic  performance. 

The  current  actions,  appropriately  taken  early  and  head-on  by  the 
Clinton  Administration,  are  not  the  first  step,  however,  in  trying  to 
reduce  the  structural  budget  deficit.  That  came  in  1990  from  OBRA 
and  the  Budget  Enforcement  Act,  the  mistimed  but  correct  capping,  by 
law,  of  several  categories  of  government  spending  and  the  infamous 
tax  increases  that  helped  weaken  the  U.S.  economy  and  bring  a  change 
to  the  White  House. 
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Lower  interest  rates  from  the  Program,  in  advance  because  of 
expectations  effects  during  the  time  when  fiscal  restraint  is 
applied,  will  serve  to  prevent  the  restrictive  effects  of  the 
economic  program  from  creating  a  recession. 

A  lower  profile  of  interest  rates  reduces  the  cost  of  capital,  frees 
up  funds  through  refinancing  by  households,  business  and  government, 
should  help  interest  rate-sensitive  sectors  like  housing  and 
residential  construction,  help  improve  the  balance  sheets  and  credit 
worthiness  of  business  and  household  sectors,  and  set  up  for  more 
capital-intensive  methods  of  production  and  higher  productivity  in 
the  long-run. 

But,   simulations  with  the  Sinai-Model  Econometric  Model  of  the  U.S. 

Economy  do  not   show  that  interest  rates  drop  enough  nor  does  the 

economy  respond  enough  to  fully  offset  the  fiscal  restraint  of  the 
CEP. 


Tables  5  and  6  in  the  Appendix  show  that  interest  rate  reductions  of 
75  to  100  basis  points  by  the  Federal  Reserve  would  be  necessary  to 
restore  the  same  or  greater  growth  to  the  economy  with  the  Program. 

Easier  monetary  policy  in  response  to  the  fiscal  restraint  is  shown 
to  have  beneficial  effects  on  growth,  jobs  and  the  unemployment  rate, 
although  with  some  additional  inflationary  effect. 
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Table  1 

Clinton  Plan  ("vision  of  Change"  Version) 

(Fiscal  Years)* 


1994- 

1994- 

1997 

1998 

Four 

Five 

Year 

Year 

Total 

Total 

1993   1994   1995   1996   1997   1998 

Tax  Increases  2.9   46.2   50.8   66.4   82.8   82.1   246.2    328.3 

Spending  Decreases  19.9  39.8  65.9  99.3  106.8  224.9  331.7 

Defense  6.7  11.7  19.7  37.4  36.3  75.5  111.8 
Nondef ense 

Discretionary  4.5  10.2  15.4  20.2  ?3.0  50.3  73.3 
Nondefense  Mandatory 

(Entitlements)  8.7  17.9  30.8  41.7  47.5  99.1  146.5 

Debt  Service  (1)      -1.0    0.3    2.7    6.6   12.8   21.2    21.4     43.6 

Total  1.9   66.4   93.3  138.9  194.9  210.1   493.5    703.6 

Spending  Increases    -8.3  -14.7  -22.0  -32.4  -39.8  -44.8  -108.9   -153.7 

(2) 

Tax  Reductions        -6.4  -12.8  -17.1  -14.8  -15.3  -17.0   -59.9    -76.9 

(2) 

Total  -14.2  -27.5  -39.1  -47.2  -55.1  -61.8  -168.9   -230.7 

(2) 

Net  Deficit-Change   -12.8   38.9   54.2   91.7  139.8  148.3   324.6    472.9 

(2) 

*Tax  increases  and  spending  reductions  subtract  from  the  deficit  (  +  )  ; 
spending  increases  and  tax  reductions  add  to  the  deficit  (-) ;  deficit- 
net  change,  a  reduction  (+) . 

(l)Debt  service — change  in  net  interest  at  constant  interest  rates. 

(2)  Short-run  stimulus  part  of  Plan;  also  included  in  1994  to  1998. 

Sources:  A  Vision  of  Change  for  America.  Clinton  Administration, 
Superintendent  of  Documents,  U.S.  Government  Printing  Office, 
February  17,  199  3;  The  Boston  Company  Economic  Advisors,  Inc. 
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Table  2 


OUTLflrS: 
Discretionary  Spendinq  -  Total 


1993 


1994 


Clinton  Budqet  PI  in 
Fiscal  Tears 
1995    1996    1997 


1998   1994-97 


Clinton  Current  Services  Estitate 

550.3 

54S.3 

557.3 

564.2 

573.4 

584.0 

Clinton  Eudpet  Prooosal 

556.0 

548.1 

554.7 

557.5 

551.5 

565.2 

Defense  Discretionary 

Clinton  Current  Services  Estitate 

294.3 

284.4 

284.3 

284.6 

286.5 

289.0 

less:  Cuts 

0.0 

6.7 

11.7 

19.7 

37.4 

36.3 

Clinton  Budget  Proposal 

294.3 

277.7 

272.6 

264.9 

249.1 

252.7 

75.5 


Nondefense  Oiscretionarv 
Clinton  Current  Services  Estitate 


256.0   263.9   273.0   279.6   286.9   295.0 


less:  Cuts 

Proqrats  That  Don't  Dork 

Eliiinatin;  Subsidies 

Kanaqinq  Governtent 
Fed  pay  freeze  and  under-indexino 
Cut  100,00  Federal  etployees 
'Other  fldtinistrative  Savinqs' 
Other  itets 

Streatlininq  Governtent 

Technical  Adjustients 

plus:  Stiiulus  (Spendinq  Iteis  Onlv) 
Infrastructure 
Sutter  of  Opportunity  Prograt 

equals:  Sutter  of  Opportunity  total 
less:  net  Unetp  Cotp  Extension 
Technology  Investtents 
Urban  Develogient  and  Housing 
Rural  Oeveloptent 
Environtent/Enerqv 

plus:  Investtent  (Spendinq  Itets  Onlv) 
Rebuild  Aterica—lnfrastructure 
Lifelonq  Learning 
ReNardinq  Vork 

equals:  Reiiardinq  Vork  total 
leisi  Unetp  Cotp  Extension 
Health  Care 

eguals:  Health  Care  total 
less:  Food  Statps 
Private-Sector  Incentives 


-0.8 

10.2 

15.4 

20.2 

23.0 

50.3 

0.0 

1.1 

2.2 

2.9 

3.2 

6.6 

0.0 

1.2 

1.6 

1.8 

1.8 

5.2 

0.0 

7.5 

10.3 

13,2 

14,8 

35.0 

0.0 

2.0 

2.3 

2.7 

3.0 

8.3 

0,0 

2.2 

2.3 

2.5 

2.6 

7.9 

0,0 

1.4 

2.2 

3.5 

3.6 

7.7 

0.0 

2.0 

3.5 

4.5 

5.7 

11.0 

0,0 

1.6 

2.5 

3.3 

4.2 

7.9 

-0,8 

-1.1 

-1.2 

-1.1 

-1,0 

-1.0 

-4.4 

5.1 

2.1 

0.8 

0,4 

0.2 

9.3 

0.7 

0,6 

0.2 

0,2 

0.1 

3.6 

2.1 

0.0 

0.0 

0.0 

0.0 

1,0 

5.3 

0.0 

0.0 

0.0 

0.0 

1,0 

3.2 

0.0 

0.0 

0.0 

0.0 

0.0 

0.6 

0.1 

0.0 

0,0 

0.0 

0.3 

0.9 

0,9 

0.3 

0.2 

0.1 

3.1 

0.3 

0,1 

0.1 

0.0 

0.0 

0,4 

0.5 

0.3 

0,2 

0.1 

0.0 

0.9 

0.0 

17,9 

28.6 

36.4 

41,6 

88.3 

0.0 

7.2 

11.2 

14.1 

16.0 

34.7 

0,0 

6.6 

11.2 

14.7 

16.7 

34.5 

0.0 

0,5 

0.7 

0.9 

0.9 

2.4 

0.0 

0.5 

0.7 

0.9 

0.9 

4.8 

0.0 

0.0 

0.0 

0.0 

0.0 

2.4 

0.0 

3.4 

5.3 

6.6 

7.8 

16.2 

0.0 

5.4 

8.3 

9.6 

10.8 

25.2 

0.0 

2.0 

3.0 

3.0 

3.0 

9,0 

0.0 

0.1 

0,1 

0.2 

0,2 

0.2 

0.5 

Clinton  Budqet  Proposal 


261.7   270.4   282.1   292.6   302.4   312.5 
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ninditory  Sgending 

Clinton  Currfnt  Strvicti  Estiiitf 


Table   2    (Con't) 


715.7       753.4       789.4       828.9       B94.5       959.0 


less:  Net  cuts 

0.0 

4.3 

9.5 

20.8 

29.9 

33.9 

i4.5 

'FYooosed  Entitlitent  Savings' 

0.0 

8.7 

17.9 

30.8 

41.7 

47.5 

99.1 

less:  Revenue  iteis 

0.0 

2.8 

5.8 

i.7 

7.9 

8.7 

23.1 

Shorten  cituritv  o<  debt 

0.0 

1.6 

2.7 

3.3 

3.9 

4.9 

11.5 

plus:  Increises 

3.2 

3.4 

2.0 

3.0 

3.0 

3.0 

11.4 

Food  Stiios 

0.0 

1.0 

2.0 

3.0 

3.0 

3.0 

9.0 

Net  Unew  Coio  Eitension 

3.2 

2.4 

0.0 

0.0 

0.0 

0.0 

2.4 

Sutler  of  Ooportunitv  (Stiiulus) 

J.  2 

0.0 

0.0 

0.0 

0.0 

0.0 

0.0 

Remrdina  Nork  llnvestient) 

0.0 

2.4 

0.0 

0.0 

0.0 

0.0 

2.4 

Clinton  Budget  Proposal 


717,0       752.7       782.1       811.5       8i8.0       928.5 


Net  Interest 

Clinton  Current  Services  Estiiite 


201.9       214.1       232.8       253.4       275.1 


299.6 


Savings 

Shorten  laturitv  oi   debt 
Reduced  debt  issuance 


0.0 

1.6 

5.7 

10.3 

17.9 

26.9 

35.5 

0.0 

I.& 

2.7 

3.3 

3.9 

4.9 

11.5 

0.0 

0.0 

3.0 

7.0 

14,0 

22,0 

24.0 

Clinton  Budget  Proposal 


202.1   212.0   227.2   243.3   257.4   272.7 


Total  Spending 

Clinton  Current  Services  Estiiate 

less:  Cuts 
Clinton  Budget  Proposal 


1465.9 

1515.8 

1579.5 

1646.7 

1743.0 

IB42.6 

-9.2 

3.0 

15.5 

34.4 

66.1 

76.2 

1475.1 

1512.8 

1564.0 

1612.3 

1676.9 

1766.4 

119.0 
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Tabla  2  (Con't) 


REVENUES: 

Clinton  Current  Servicet  Estiiite 

Increis»s: 

Social  Insurjnce 

Hedicire  ajqe  bise  increase 

Other 

Til  351  of  hiqh-incDie  Socul  Security 

Ritse  individual  incoie  tax  rates 

Energy  tai 

Increase  corporate  tax  rate 

Cap  possessions  tax  credit 

Service  industrv  non-coioliance  init. 

Restrict  business  leal  deduction 

Extend  2.5  cent/gal  gas  tax 

International  tax  provisions 

Other  'Revenue  Raising'  orovisions 

Other  provisions  affecting  receipts 

Corporate  estiiated  tax  rules 

Reductions: 
Personal 
Stiiulus 
Investient 
Rewarding  Mork 

Earned  Incoie  Tax  Credit 
Health  Care 

Health  ins.  ded.  (or  self-eiplored 
Private-Sector  Incentives 
AMT  exception  for  gifts 
Business 
Stiiulus 

Investient  Tax  Credit 
Investient 
Rebuild  Aierica-  Infrastructure 
Enterprise  Jones 
Extend  RVE  credit 
dortqage  revenue  bonds 
Extend  loi-inc  housing  tai  credit 
Real  estate  investient 
Lifeloni  Learning 
Eiplorer  Provided  Education  Assist 
Targeted  Jobs  tax  credit 
Private-Sector  Incentives 
Targeted  capital  gains  exc 
Siall-business  invest,  tax  credit 
Ml  depreciation  preference 
Teip.  increient  invest,  tax  credit 

Clinton  Budget  Proposal 

DEFICIT: 


6.B 

1214.4 

1283.6 

1349.7 

1396.7 

1452.8 

3.0 

48.8 

56.4 

72.4 

89.8 

89.7 

267.4 

0.0 

2.8 

6.0 

6.4 

6.8 

7.2 

22.0 

3.0 

46.0 

50.4 

66.0 

83.0 

82.5 

245.4 

0.0 

2.7 

5.6 

6.2 

6.9 

7.7 

21.4 

1.8 

27.7 

19.9 

22.9 

26.3 

27.7 

96.8 

0.0 

1.5 

8.9 

16.4 

22.3 

22.4 

49.1 

0.4 

7.7 

5.4 

5.5 

5.7 

5.8 

24.3 

0.0 

0.2 

0.9 

1.6 

2.1 

2.2 

4.8 

0.0 

0.1 

0.6 

1.3 

1.9 

2.2 

3.9 

0.0 

1.8 

3.2 

3.4 

3.7 

4.0 

12,1 

0.0 

0.0 

0.0 

2.6 

2.6 

2.6 

5.2 

0.0 

0.8 

1.6 

1.9 

2.1 

2.2 

6.4 

0.8 

3.4 

4.1 

3.7 

4.5 

3.9 

15.7 

0.0 

0.1 

0.2 

0.5 

1.0 

1.0 

1.8 

0.0 

0.0 

0.0 

0.0 

3.9 

0.8 

3.9 

6.4 

12.8 

17.0 

14.9 

15.2 

16.9 

59.9 

0.0 

0.9 

6.3 

6.5 

6.8 

7.0 

20.5 

0.0 

0.0 

0.0 

0.0 

0.0 

0.0 

0.0 

0.0 

0.9 

6.3 

6.5 

6.8 

7.0 

20.5 

0.0 

0.5 

6.2 

6.4 

6.7 

6.9 

19.8 

0.0 

0,3 

0.0 

0.0 

0.0 

0.0 

0.3 

0.0 

0.1 

0.1 

0.1 

0.1 

0.1 

0.4 

6.4 

11.9 

10.7 

8.4 

8.4 

9.9 

39.4 

6.4 

0.0 

0.0 

0.0 

0.0 

0.0 

0.0 

6.4 

0.0 

0.0 

0.0 

0.0 

0.0 

0,0 

0,0 

11.9 

10,7 

8.4 

8.4 

9.9 

39.4 

0.0 

1.9 

2.8 

3.8 

4.5 

5.3 

13.0 

0.0 

O.l 

0.3 

0.8 

1.2 

1.7 

2.4 

0.0 

1.2 

1.5 

1.8 

2.0 

2.2 

6.5 

0.0 

0.1 

0.1 

0.2 

0.2 

0.2 

0.6 

0.0 

0.2 

0.5 

0.8 

1.1 

1.4 

2.6 

0.0 

0.3 

0.4 

0.2 

0.0 

-0.2 

0.9 

0.0 

0.6 

0.8 

0.9 

1.0 

1.2 

3.3 

0.0 

0.4 

0.5 

0.5 

0.5 

0.6 

1.9 

0.0 

0.2 

0.3 

0.4 

0.5 

0.6 

1.4 

0.0 

9,4 

7.1 

3.7 

2.9 

3.4 

23.1 

0.0 

0.0 

0.1 

0.2 

0.2 

0.2 

0,5 

0.0 

2.8 

3.1 

3.0 

3.3 

3.5 

12.2 

0.0 

0.2 

0.3 

0.4 

0.4 

0.3 

1.3 

0.0 

6.4 

3.6 

0.1 

-1.0 

-0.6 

9,1 

1143.2      1250.5      1322.8      1407.5      1471.0      1525.6 


Clinton  Current  Services  Estiiate 

Clinton  Claiied  Savings 
Clinton  Budget  Proposal 


319,1 

-301.4 

-295.9 

-297.0 

-346.3 

-389.8 

-12.8 

39.1 

54.7 

92.2 

140.4 

149.0 

331.9 

-262.3 

-241.2 

-204.8 

-205.9 

-240.8 

326.4 
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Table    3 


THE  BOSTON  COMPANY 

Boston  Safe  Deposit  and  Trust  Company 


Allen  Sinai,  Chief  Cconomm 


Economic  Advisors,  Inc. 

(Boston  -  New  YorV  •  Londoa  -  Tokyo) 


U.  S.  Economic  Forecast 

February  26,  1993 


1 

Forecast  of  the  U.S 

EcoDomy  and  Financial  Markets 

(Probability  of  0.6S) 

Qiuiun 

Yean 

199JJ 

1992:4 

1993:1 

1993J 

1993  J 

1993:4 

1991 

1991 

1993 

1994 

Cposj  Domestic  Pn>Juct-l987  [)cItirB 

4933.7 

4991  5 

502 1.2 

50576 

5108.0 

51465      ' 

4821.0 

4922.8 

5083-3 

5223  D 

Annual  Riic  of  Change 

3.4 

4.8 

2-4 

2.9 

40 

3.0 

•12 

2.1 

3-3 

2.7 

Percem  Oiinge  Yeir  Ago 

2.1 

3  2 

3.0 

3.4 

3  5 

3.1 

0  1 

3  2 

3.1 

2.6 

Consumption 

3318.4 

3357.7 

3376.3 

33962 

3428.0 

3452.5 

32408 

3313  5 

3413  3 

3500.2  ; 

Annual  Rate  of  Change 

3.7 

4.8 

2.2 

2.4 

3.8 

2.9 

-0.6 

2.2 

3-0 

2.5  1 

Business  Fixed  Investmenl 

518.7 

531.1 

5433 

552.2 

559  1 

569.2 

5002 

515-1 

556  0 

581.2 

Annual  Rale  of  Change 

3.1 

9.9 

95 

6.7 

5  1 

7.4 

-7  1 

3-0 

7-9 

4.5 

Residenlial  Constnjction 

191.3 

202.7 

209  5 

215  1 

2199 

222.9 

1702 

192-7 

216.8 

224.9  • 

Inventory  Investnieol 

15.0 

9.9 

115 

106 

11.2 

13.5 

-9  3 

5.0 

11-7 

195 

Net  Export* 

-52.7 

-48.0 

-51.9 

-52.8 

-532 

-546 

-21.8 

-»l-5 

-53.1 

-558 

Federal  Coverrunent 

379.5 

375.6 

368.1 

366.5 

367.5 

364.1 

3883 

375.8 

366.6 

363  6 

1      Annual  Rate  of  Change 

7.5 

-4.0 

-7.8 

-1.7 

II 

-3.6 

1.2 

-3.2 

-25 

-C.8 

1  State  and  Local  Ccvemmem 

563.5 

562.4 

564.4 

569.8 

575.5 

578.9 

552.7 

562J 

572-2 

589.4 

[      Annual  Rate  of  Change 

1.4 

-0.8 

1.4 

3.9 

4.1 

2.4 

1.2 

1.7 

1-8 

3.0 

Industrial  Producuon  (1987=  1.000) 

1.091 

1.102 

1.109 

1.124 

I.14I 

1.153 

1.071 

1.087 

1.132 

1.17T 

Annual  Rale  of  Change 

2.4 

3.8 

2.7 

55 

6.2 

4.4 

-1.9 

1.5 

4  1 

40 

Housing  Suns  (Mils-  Units) 

1.184 

1.246 

1  250 

1.356 

1.398 

1  425 

1  Oil 

1  208 

1  357 

1.505 

Auto  Sales-Toul  (Mils.  Uiuls) 

8.1 

8.4 

8.6 

8.7 

9  1 

9.0 

8-4 

83 

8.9 

9.1 

Unen^loymenl  Rate-Civilian  (%) 

7.6 

7,3 

7.2 

7.0 

6.8 

6.7 

6.8 

7.4 

6.9 

6.5 

Federal  Budget  Surplus 

Unified  (Quarterly  Rale.  NSA.  FY) 

-62.4 

-1204 

J56  1 

-67  0 

-65.0 

-71.9 

-269.5 

-290.2 

■3185 

-285  5 

Implicit  Price  Deflator  (5ECH) 

2.0 

2.0 

3.0 

25 

2.8 

2.9 

4.0 

2.6 

2.5 

3  : 

CPI-  All  UrtanC^CH) 

2.7 

3.2 

3.2 

2.4 

2.6 

2.8 

4.2 

3.0 

2.9 

3: 

PPlF.nished  Goods  C^CH) 

1.6 

0.3 

1.5 

2.9 

3  0 

3.2 

2-2 

1.2 

2-0 

3  i 

Hourly  Compensation  {%CH) 

4.2 

4.6 

3  6 

37 

3  5 

35 

5  1 

3.7 

3  6 

3  4 

Trade-Weighted  Exchange  Rale 

0.815 

0.864 

0  884 

0.893 

0.906 

0.920 

0-855 

0.845 

0  901 

0.939 

Annual  Rate  of  Change 

-16.3 

26  1 

98 

4.1 

6.0 

63 

-1.2 

-1.2 

6-6 

i  Z 

Merchandise  Trade  Balance  (Bila    S'a) 

-99.4 

-86.2 

-96  8 

-1000 

-106  1 

-106.4 

■65-4 

■843 

-1023 

■iV.i 

\  Corporate  Profits  Afterux  (BUs.  5*i) 

222.2 

236.7 

247.6 

250.2 

252.7 

258.1 

210.7 

230.3 

252-2 

27''  ~ 

1      Percent  Change  Year  Ago 

6.0 

14.1 

7.8 

7.5 

13.7 

9.0 

6-9 

9.3 

9.5 

"  8.; 

Adjusted  Profits  Aferux  (Biia.  S's) 

242.2 

251.7 

261.6 

264.2 

266.7 

272.1 

222-3 

246.4 

266.2 

286-' 

Pertem  Change  Year  Ago 

13.1 

13.3 

5.7 

8.2 

10  1 

8.1 

21-0 

10.9 

8.0 

7-7 

Real  Disposable  Income  (Bils.  87$"3) 

3580.5 

3619.0 

3648.0 

3679.5 

3715  8 

3747.0 

3509  1 

35853 

36976 

38I5-! 

j      Annual  Rate  of  Change 

0.5 

4.4 

32 

35 

4.0 

3.4 

-0.2 

2.2 

3.1 

3  : 

Personal  Saving  Rate  (*) 

4.6 

4.6 

4.7 

5  2 

5  3 

5.4 

4.8 

48 

5  2 

6 : 

'  M:  (Bils.  $s) 

3475.3 

3500.7 

3498.5 

3528-5 

3564.1 

3601.8 

34347 

3500.7 

3601.8 

3785  ; 

1      Ajinual  Rale  of  Change 

0.8 

3.0 

-0.3 

3.5 

4.1 

4.3 

3  0 

1.9 

2.9 

5 : 

1  Prime  Rale  (%) 

6.01 

6.00 

6.00 

6.00 

6.00 

6.00 

8-46 

6.25 

6.00 

6 :5 

1  Federal  Funds  Rale  {%) 

3.30 

3  07 

3.05 

3.06 

3-09 

3.15 

5-73 

357 

3.09 

3  ;•: 

;  3-Month  Treasury  Bills  (*) 

3.09 

3.08 

2.96 

3.00 

3-03 

3.10 

538 

3.44 

3  02 

3  j; 

10- Year  Treasury  Note  («) 

6.60 

6.72 

6.23 

5.79 

5.85 

6.01 

785 

7.00 

5-97 

6  ii 

1  30- Year  Treasury  Bond  (%) 

7.44 

7.52 

7.06 

6.69 

6.75 

6.90 

8  13 

766 

6.85 

6  58 

New  AAA-Equiv.  Corporate  Bonds  (%) 

8.15 

793 

7.43 

7.01 

7  11 

7.09 

8-74 

8.20 

7.16 

7  3} 

Bond  Buyer  Index  (*) 

SA.P  500  Index  of  Common  StocU 

6.17 
417.18 

6.34 
423.72 

5.90 

558 

5.60 

5.64 

6.91 

6.44 

5  68 

5  "0 

438.77 

445  83 

454.30 

461.95 

376-48 

415.67 

450.21 

486  8- 

Annual  Rate  of  Change 

7.3 

6.4 

150 

66 

7  8 

6.9 

12-6 

10.4 

8  3 

s  ; 

Earnings  Per  Shan:  -  SiP  500  ($) 

4.73 

4.20 

555 

5.88 

6.01 

6.25 

15-97 

19.69 

23  69 

26  5" 

<      Percent  Charge  Year  Ago 

26.5 

64.7 

35 

8  9 

27.1 

48.8 

-25-2 

23.3 

20.3 

i: : 

Price-Earrjr.gs  Ralio  -  SiP  500 

22.0 

25.2 

198 

19.0 

18.9 

18J 

23.6 

21.1 

19.0 

!8  3 
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Table  4 

Economic  Effects  of  the  Clinton  Economic  Plan  (CEP)  as  Proposed 

(Vision  of  America  Version:   1993  to  1997) 

(Changes  from  the  Baseline)* 

(Preliminary  and  Tentative) 

1993    1994    1995    1996    1997 

Growth 

Real  GDP  (Bils.  87  $'s) 
Real  GDP  (%) 

Consumption  (Bils.  87  $'s) 
Producers  Durables  Equipment 

(Bils.  87  $'s) 
Business  Structures  (Bils.  87  $'s) 
Real  Net  Exports  (Bils.  87  $'s) 

Inflation 

Implicit  GDP  Deflator  (%) 
CPI-U  (%) 

Jobs  and  Unemployment 
Nonfarm  Payroll  Jobs 

(Mils.  Persons) 
Unemployment  Rate  (%) 

Interest  Rates  (Basis  Points) 
Corporate  AAA-Equivalent 
30-Year  Treasury 
90-Day  Treasury  Bill 
Federal  Funds 

Profits 

Pre-Tax  (Bils.  $'s) 
Aftertax  (Bils.  $'s) 

Budget  Deficit  (Bils.  S's) 

Deficit  (NIPA)  -4.5    35.4    55.2    96.3   130.3 

Stock  Market 

S&P500  (%  Change)  1.0    -0.3     0.9     1.3    -0.3 

Exchange  Rate  (%  Change)  -0.2    -1.2    -2.4   -1.4    -0.5 

Productivity  Growth  (%  Change)        -0.1    -0.1    0.1   -0.1   -0.2 

Potential  Output 

(Bils  87  $'s)  2.1     6.2    11.7    22.0    36.8 

{%)  —     0.1     0.1     0.2     0.3 

♦Computer  simulations  with  the  Sinai-Boston  Model  of  the  U.S.  Economy. 
No  changes  in  monetary  policy.  Measures  proposed  in  A  Vision  of  Change 
for  America. 


10.9 

-8.4 

-28.3 

-95.2 

-65.8 

0.2 

-0.4 

-0.4 

-0.3 

-0.4 

8.1 

-5.5 

-19.1 

-34.0 

-50.8 

2.1 

2.2 

-0.5 

-5.5 

-11.5 

0.4 

-0.5 

-2.0 

-2.7 

-3.2 

-4.3 

1.6 

10.0 

25.3 

39.7 

._ 

0.1 

0.3 

0.3 

0.3 

"^ 

0.2 

0.5 

0.5 

0.4 

0.321 

0.208 

-0.168 

-0.254 

-0.386 

-0.1 

0.1 

-0.1 

""" 

0.2 

-35 

-41 

-55 

-60 

-51 

-30 

-37 

-51 

-57 

-52 

1 

3 

— 

-1 

-3 

-1 

9 

7 

10 

11 

2.4 

1.2 

4.9 

8.5 

5.1 

6.5 

-1.5 

-3.2 

-6.0 

-12.6 
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Table  5 

Economic  Effects  of  the  Clinton  Economic  Plan  (CEP)  as  Proposed 

(Vision  of  America  Version:   1993  to  1997) 

(Changes  from  the  Baseline)* 

(Preliminary  and  Tentative) 


Growth 

Real  GDP  (Bils.  87  $'s) 
Real  GDP  (%) 

Consumption  (Bils.  87  $'s) 
Producers  Durables  Equipment 

(Bils.  87  $'s) 
Business  Structures  (Bils.  87  $'s) 
Real  Net  Exports  (Bils.  87  $'s) 

Inflation 

Implicit  GDP  Deflator  (%) 
CPI-U  (%) 

Jobs  and  Unemployment 
Nonfarm  Payroll  Jobs 

(Mils.  Persons) 
Unemployment  Rate  (%) 

Interest  Rates  (Basis  Points) 
Corporate  AAA-Equivalent 
30-Year  Treasury 
90-Day  Treasury  Bill 
Federal  Funds 

Profits 

Pre-Tax  (Bils.  $'s) 
Aftertax  (Bils.  $'s) 

Budget  Deficit  (Bils.  $'s) 
Deficit  (NIPA) 


1993 


1994 


1995 


1996 


1997 


10.9 

6.8 

6.0 

11.6 

4.8 

0.2 

-0.1 

-- 

0.1 

-0.1 

8.1 

6.9 

5.9 

4.  1 

-3.2 

2.1 

3.9 

4.8 

6.9 

8.0 

0.4 

0.1 

0.4 

2.6 

3.0 

-4  .4 

-1.6 

5.6 

20.1 

3^    2 

__ 

0.1 

0.3 

0.4 

0.4 

0.2 

0.5 

0.7 

0.6 

0.320 

0.309 

0.216 

0.448 

0.557 

-0.1 

~  — 

-0.3 

-0.3 

-0.3 

-35 

-79 

-115 

-123 

-113 

-31 

-72 

-104 

-113 

-109 

-- 

-85 

-87 

-86 

-87 

-2 

-102 

-100 

-96 

-93 

2.2 

17.5 

48.0 

63.8 

68.7 

6.4 

8.0 

21.9 

25.? 

23.3 

-4.6 


48.1 


88.3   146.0   195.0 


Stock  Market 

S&P500  (%  Change) 

Exchange  Rate  (%  Change) 

Productivity  Growth  (%  Change) 

Potential  Output 
(Bils  87  $'s) 
{%) 


1.4 
-0.2 
-0.1 

2.1 


3.4 

-1.9 

0.1 


6.9 
0.  1 


5.5     7.1 
-3.8    -2.5 
0.2 


14.0 
0.  1 


25.1 
0.2 


6.4 
-1.4 
-0.  1 


40.6 
0.3 


♦Computer  simulations  with  the  Sinai-Boston  Model  of  the  U.S.  Economy. 

100   basis  point  easing   in  Federal  Reserve  policy  starting  in  January 

1994   and  sustained  through  1997.    Measures  proposed  in  A  Vision  of 

Change  for  America. 
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Table  6 

Economic  Effects  of  the  Clinton  Economic  Plan  (CEP)  as  Proposed 

(Vision  of  America  Version:   1993  to  1997) 

(Changes  from  the  Baseline) * 

(Preliminary  and  Tentative) 


Growth 

Real  GDP  (Bils.  87  $'s) 
Real  GDP  (%) 

Consumption  (Bils.  87  $'s) 
Producers  Durables  Equipment 

(Bils.  87  $'s) 
Business  Structures  (Bils.  87  $'s) 
Real  Net  Exports  (Bils.  87  $'s) 

Inflation 

Implicit  GDP  Deflator  (%) 
CPI-U  (%) 

Jobs  and  Unemployment 
Nonfarm  Payroll  Jobs 

(Mils.  Persons) 
Unemployment  Rate  (%) 

Interest  Rates  (Basis  Points) 
Corporate  AAA-Equivalent 
30-Year  Treasury 
90-Day  Treasury  Bill 
Federal  Funds 

Profits 

Pre-Tax  (Bils.  $'s) 
Aftertax  (Bils.  $'s) 

Budget  Deficit  (Bils.  $'s) 
Deficit  (NIPA) 

Stock  Market 

S&P500  (%  Change) 

Exchange  Rate  (%  Change) 

Productivity  Growth  (%  Change) 

Potential  Output 
(Bils  87  $'s) 
(%) 


1993 


-4.6 

1.4 
-0.2 
-0.  1 


2.1 

0.0 


1994 


1995 


1996 


2.8 

-1.8 

0.1 


6.8 

0.  1 


4.6 

-3.5 

0.2 


13.6 
0.  1 


1997 


10.8 

4.0 

-0.4 

0.2 

-7.6 

0.2 

-0.1 

-0.1 

— 

-0.1 

8.1 

4.6 

1.2 

-3.6 

-11.1 

2.0 

3.6 

3.8 

4.4 

4.3 

0.4 

— 

— 

1.5 

2.6 

-4.4 

-1.0 

6.5 

21.2 

32.4 

__ 

0.1 

0.3 

0.4 

0.4 

'" 

0.2 

0.5 

0.6 

0.6 

0.320 

0.291 

0.146 

0.309 

0.372 

-0.1 



-0.2 

-0.3 

-0.2 

-35 

-72 

-102 

-107 

-103 

-31 

-65 

-93 

-99 

-109 

— 

-69 

-70 

-71 

-83 

-2 

-81 

-80 

-77 

-89 

2.2 

14.5 

39.7 

52.6 

58.3 

6.4 

6.3 

17.1 

19.4 

17.4 

45.8    82.1   136.1   183.8 


6.0     5.9 

-2.2    -1.3 

-0.1 


24.5 
0.2 


40.0 
0.3 


♦Computer  simulations  with  the  Sinai-Boston  Model  of  the  U.S.  Economy. 
Easing  in  Federal  Reserve  policy  starting  in  January  1994  and  sustained 
through  1997  to  restore  growth  lost  from  the  Clinton  Economic  Plan. 
Measures  proposed  in  A  Vision  of  Change  for  America. 
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Chairman  Sabo.  Thank  you  very  much  for  your  testimony. 

Let  me  recognize  Mr.  Blackwell. 

Mr.  Blackwell.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  I  want  to  commend  you  for  holding  these  hear- 
ings, and  I  am  always  amused,  and  I  am  always  concerned  when  I 
hear  all  the  experts  come  in  and  talk  about  what  the  President  in 
doing.  You  would  think  that  everything  is  all  right  in  this  country. 

If  everything  was  that  easy,  then  we  would  not  have  chars^ed 
presidents,  we  would  still  have  the  President  that  we  had  for  the 
last  4  years.  The  fact  is,  we  do  have  problems,  and  whenever  I  heai 
people  who  talk  about  cuts,  I  wonder  sometimes  how  they  wouif' 
feel  if  they  were  cut.  Because  most  of  the  people  who  talk  about 
cuts,  in  my  opinion,  are  people  who  are  doing  quite  well. 

The  fact  is,  we  have  Americans  who  are  suffering  in  this  coui» 
try,  Americans,  not  white,  not  black,  not  Hispanic,  not  Asian    bui 
Americans  are  suffering,  and  Americans  have  said  that  we  v/ai:i 
change. 

I  listened  to  Dr.  Niskanen.  I  am  always  amused.  Doctor,  at 
people  who  come  in — we  have  had  these  problems  for  the  last  1? 
years.  No  one  comes  in  with  solutions,  but  they  always  come  in 
with  cut,  cut,  cut.  What  are  you  talking  about  cutting?  Shots  'or 
little  babies  to  make  sure  they  don't  have  measles?  Medicine  tor 
people  to  make  sure  that  they  are  not  walking  around  with  tube'"- 
culosis?  What  are  we  talking  about  cutting? 

You  see,  we  always  say  cut,  cut,  cut,  but  we  never  talk  at  -at 
where  we  want  to  cut  and  we  are  cutting,  we  are  always  talking 
about  people  and  programs.  How  in  the  world  can  this  President  do 
anj^thing  about  the  social  problems  that  we  have  in  this  country  J" 
he  is  not  spending  some  money?  And  what  is  wrong  with  those 
people  who  do  not  pay  their  fair  share  of  taxes,  you  called  the  2 
percent  over  the  last  12  years?  What  is  wrong  with  them  paying 
their  fair  share? 

We  have  a  saying  in  the  union  organization  I  was  in.  I  have  been 
a  member  of  the  city  council  for  16  years,  finance  chairman,  I  have 
had  a  lot  of  experience  in  this  field.  What  is  wrong  with  people 
who  make  money  paying  taxes?  If  you  make  money,  what  is  wrong 
with  paying  your  taxes? 

If  I  raise  the  taxes  on  the  2  percent,  why  is  that  a  problem?  I  am 
in  the  2  percent.  My  wife  and  I  make  over  $200,000  a  year.  I  don't 
mind  paying  that,  because  there  are  other  people  who  are  suffer- 
ing, Doctor,  and  someone  has  to  do  something  about  it.  So  to  talk 
about  the  recovery,  we  are  talking  about  more  profit  being  made 
because  of  the  increase  in  productivity.  We  are  not  talking  about 
any  jobs  that  we  have  created  as  a  result  of  any  modest  recovery. 

So  President  Clinton  has  to  do  something  about  the  problems 
that  Americans  are  experiencing  all  over  this  country.  We  iiave 
people  sleeping  on  the  ground.  Vietnam  veterans  who  fought  and 
were  maimed,  who  fought  for  this  country,  and  today,  you  know 
what  they  are  doing?  They  are  sleeping  on  the  ground,  sleeping 
outdoors  because  of  our  policies  in  this  government. 

You  know,  when  you  talk  about  fairness,  it  is  only  fair  when 
people  make  money  in  this  country,  they  pay  more  than  people 
who  do  not  make  money;  but  when  you  talk  about  cutting,  just 
where  should  you  cut  in  terms  of  how  do  we  on  the  one  hand  make 
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sure  people  have  health  care?  How  do  we  make  sure  we  come  up 
with  a  fair  trade  agreement?  Everyone  talks  about  Japan  and  their 
productivity.  One  thing  about  the  Japanese,  if  their  worker  comes 
up  with  a  better  way  to  do  the  job,  he  is  not  fired.  In  this  country, 
if  a  worker  has  a  better  way  to  do  a  job,  he  is  fired.  If  you  protect 
people  on  the  job,  they  work  harder. 

We  have  a  situation  with  Japan  where  they  stop  our  people,  even 
our  farmers  from  selling  rice  that  is  much  needed  in  Japan.  Yet 
they  can  flood  our  markets,  put  our  farmers  out  of  work,  our 
people  out  of  work.  We  have  an  agreement  where  we  can  sell  cer- 
tain kinds  of  cars  in  Japan.  When  they  get  to  the  marketplace,  the 
restrictions  placed  on  American  cars,  they  are  never  really  in  the 
marketplace. 

We  subsidize  moving  manufacturers  to  foreign  countries.  Yet,  we 
ignore  the  fact  that  Americans  are  suffering.  We  have  a  President, 
v/hom  I  might  add,  I  support  wholeheartedly.  I  heard  him  say  that 
you  are  going  to  tear  my  program  apart,  take  the  things  you  like, 
keep  it,  then  take  out  some  of  the  things  you  do  not  like.  The  pro- 
gram is  not  going  to  work.  So  I  intend  to  support  this  President 
because  they  didn't  elect  Lucien  Blackwell  President.  They  elected 
Bill  Clinton  President.  I  sometimes  wonder. 

In  all  the  history,  my  history  of  being  involved  in  politics,  I  never 
heard  at  the  beginning  of  a  President's  term  what  I  have  heard  in 
this  one.  You  would  think  we  all  have  to  support  the  President. 

When  you  talk  about  cuts,  I  just  wish  you  would  be  more  specific 
in  your  testimony.  Where  do  we  cut  to  the  extent  that  we  deliver 
comprehensive  health  care  to  people,  that  we  put  Americans  back 
to  work,  deliver  housing  to  American  people,  that  we  give  the 
American  people  the  kind  of  life-style  they  are  entitled  to,  not  a 
select  group,  but  all  of  them,  Americans,  the  greatest  country  in 
the  world.  I  don't  think  we  know  it  right  now;  where  children  have 
to  go  home  and  live  with  their  parents  because  they  cannot  make 
it.  Explain  that  to  me. 

While  you  do  that,  explain  how  we  can  drive  down  the  wages  in 
this  country  to  where  we  make  minimum  wage  for  entry  level  jobs, 
no  benefits,  without  a  commensurate  reduction  in  wages.  Explain 
how  an  American  can  live  and  support  a  family  on  $4.60  an  hour 
without  a  commensurate  increase  in  wages.  Explain  that  to  me. 

If  you  can  explain  how  we  can  do  all  these  cuts  in  programs,  and 
yet  deliver  goods  and  services  and  a  better  life-style  to  all  Ameri- 
cans, I  will  buy  your  program.  I  haven't  seen  it  yet.  All  I  hear  is 
criticism  of  this  President  and  what  he  is  trying  to  do. 

So  my  question  is  twofold:  What  part  does  the  Federal  Reserve 
system  play,  or  what  part  do  you  believe  it  plays  in  how  this  econo- 
my goes?  Do  you  believe  they  should  cooperate  and — we  had  dia- 
logue about  that.  You  know,  I  brought  it  up  last  week,  I  made  news 
because  I  criticized  the  Federal  Reserve  system.  Lucien  Blackwell 
caused  some  people  to  change  their  minds  about  what  they  would 
do  on  Wall  Street.  I  don't  believe  that.  It  indicates  to  me  that  mon- 
etary policy  and  the  role  of  the  Fed  is  being  closely  watched  by  the 
American  people. 

I  will  continue  to  ask  questions  about  raising  interest  rates  when 
we  have  the  vote,  and  lowering  interest  rates.  I  know  they  are  low 
now.  That  is  what  bothers  me.  They  can  raise  and  lower  interest 
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rates  at  will  without  consulting  anybody.  It  seems  to  me  that 
people  who  are  not  elected — I  know — I  know  the  law  was  promul- 
gated in  1913,  people  non-elected  in  the  business  of  selling  money 
can  just  about  do  what  they  want  to  do  with  the  American  econo- 
my. 

I  have  a  very  serious  problem  with  that;  but  I  want  to  know  how 
you  feel  what  the  effect  of  the  Federal  Reserve  system  has  been  on 
the  economy  over  the  last  12  years  and  then  I  would  like  for  you  to 
explain,  Doctor,  where  do  we  make  all  these  dramatic  cuts  to  the 
extent  that  America  can  enhance  living  standards — living  condi- 
tions of  people  who  so  desperately  need  it.  America  is  built  of  more 
than  2  percent  of  the  people.  All  races,  creeds,  colors,  national  ori- 
gins, sexual  orientation.  Where  are  the  cuts  that  President  Clinton 
has  not  indicated  in  his  budget? 

Dr.  NiSKANEN.  Congressman,  presumably  that  is  directed  at  me. 

Mr.  Blackwell.  Yes,  sir. 

Dr.  NiSKANEN.  We  have  spelled  out  in  considerable  detail  a 
budget  program  that  would  eliminate  the  deficit  by  the  end  of  the 
decade  without  any  tax  increases  whatsoever.  In  rough  terms,  it 
takes  roughly  $100  billion  a  year  out  of  Defense  by  1998.  Roughly 
$50  billion  out  of  medical  care  relative  to  the  baseline  by  1998. 
Roughly  $120  billion 

Mr.  Blackwell.  Will  the  gentleman  yield?  You  want  to  take 
$100  billion  out  of  Defense  by  when? 

Dr.  NiSKANEN.  By  1998. 

Mr.  Blackwell.  If  we  reduce  the  Defense  budget  by  $100  billion 
by  1998,  what  do  you  do  with  all  the  workers?  I  am  not  against 
what  you  want  to  do.  I  believe  it  is  time  to  go  to  domestic  pro- 
grams. How  do  we  change  over  from  a  national  defense  program, 
military  budget  to,  a  domestic  budget?  How  do  we  do  that  without 
putting  more  Americans  in  the  street? 

Dr.  NiSKANEN.  We  do  it  the  way  we  have  done  it  any  number  of 
times  in  the  past.  The  rate  at  which  the  Defense  budget  and  man- 
power are  being  reduced  now  relative  to  the  size  of  the  economy  is 
very  much  smaller  than  was  the  case  after  World  War  II,  after 
Korea,  and  after  Vietnam. 

In  each  of  those  cases,  we  were  in  a  boom  within  a  couple  of 
years.  By  and  large,  the  proper  thing  to  do  is  to  cut  the  Defense 
budget;  most  of  the  people  working  in  defense  are  among  the 
higher  skilled  people  in  our  economy.  For  the  most  part,  they  can 
find  their  way  to  new  jobs  and  activities  very  much  better 

Mr.  Blackwell.  What  jobs  are  we  talking  about? 

Dr.  NiSKANEN.  I  don't  know  where  they  are  going  to  be.  You 
don't  either.  That  is  the  point. 

Mr.  Blackwell.  That  is  my  point,  Doctor.  I  am  not  suggesting 
that  we  should  just  cut  without  realizing  the  effect  it  would  have 
on  the  American  people. 

Dr.  NiSKANEN.  I  am  aware  when  you  cut  spending  for  Defense  or 
anything  else,  particular  people  will  be  displaced  from  particular 
jobs.  I  am  not  prepared  to  say  that  we  should  never  make  those 
cuts  until  we  find  a  specific  job  for  them  in  a  particular  location  or 
firm. 
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In  that  case,  you  would  lock  in  whatever  spending  is  going  on 
right  now  because  of  anything  riding  on  the  future.  That  is  the 
sure  way  to  keep  economic  growth  at  zero. 

Mr.  Blackwell.  What  do  we  do  about  the  record  unemployment 
we  have  in  this  country,  10  million  people  unemployed;  another  6 
million  people  under-employed?  What  do  we  do  about  people  who 
go  to  work  every  day  making  minimum  wage  and  go  back  and  live 
in  the  subway  in  the  city  of  Philadelphia  because  they  cannot 
afford  to  live  a  decent  life-style?  What  do  we  do  about  that?  Do  we 
ignore  that  to  balance  the  budget? 

Dr.  NiSKANEN.  Congressman,  I  think  the  campaign  is  over. 

Mr.  Black WELX,.  It  is  not  a  campaign.  You  came  here.  You  ripped 
apart  the  President's  budget.  I  have  a  right  to  question  that,  that  is 
what  I  am  doing. 

Dr.  NiSKANEN.  Let  me  speak  to  the  issue  if  you  would  like. 

Mr.  Blackwell.  Don't  talk  about  the  campaign  being  over.  Don't 
tear  apart  the  President's  budget  unless  you  have  commensurate 
ideas  about  how  to  solve  the  problems.  You  have  the  right  to  testi- 
fy. I  have  the  right  to  ask  questions. 

Dr.  NiSKANEN.  Total  employment  went  up  about  1.5  million 
people  from  December  of  1991  to  December  of  1992.  It  should  in- 
crease about  2  million  people  this  year.  During  the  Reagan  years, 
total  employment  went  up  about  18  million  people  over  the  course 
of  that  8  years. 

Mr.  Blackwell.  What  type  of  jobs  are  we  talking  about? 

Dr.  NiSKANEN.  Two  hundred  to  300  thousand  jobs  every  month. 
Clinton  is  talking  about  a  big  stimulus  program  of  $25  billion  or  so 
in  which  he  expects  to  create  I  think  optimistically  maybe  500,000 
jobs  at  the  cost  to  taxpayers  of  $50,000  per  job. 

Mr.  Blackwell.  Some  taxpayers.  Those  who  did  not  pay  their 
fair  share  of  taxes  for  the  last  10  years. 

Dr.  NiSKANEN.  Let  me  tell  you  about  those  people  who  did  not 
pay  their  fair  share.  They  paid  a  higher  share  of  total  income 
taxes. 

Mr.  Blackwell.  They  made  more. 

Dr.  NiSKANEN.  They  paid  a  total  share  of  higher  income  taxes  at 
the  end  of  the  decade  than  at  the  beginning  of  the  decade. 

Mr.  Blackwell.  We  made  more  billionaires  and  millionaires  in 
the  last  12  years.  If  you  make  more,  you  pay  more. 

Dr.  NiSKANEN.  Their  tax  rate  went  down  but  their  tax  share 
went  up. 

Mr.  Blackwell.  I  remember  when  the  tax  rate  in  this  country,  I 
was  a  little  boy,  was  about  90  percent.  Somehow  it  found  its  way 
down  to  27  percent.  Suddenly,  we  are  up  to  I  think  32  percent  now. 
So  people  who  make  money  in  this  country  have  not  been  hurting 
anyway,  sir.  The  record  will  show  the  American  people  agree  with 
me.  Those  who  have  not  paid  their  fair  share  of  taxes  should  have 
to  pay.  The  little  old  lady  on  fixed  income  should  not  have  to  pay 
at  the  rate  of  the  person  who  is  a  multi-millionaire.  That  is  the 
problem  we  have. 

That  is  why  the  President  is  saying  take  my  package.  He's 
brought  in  people  who  he  believes  are  experts.  It  is  American.  I 
think  you  reach  a  point  in  your  existence  where  people  are  suffer- 
ing, we  have  to  behave,  cooperate,  look  for  ways  to  put  people  back 
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to  work,  feed  people,  clothe  people,  shelter  people.  That  is  what  it 
is  all  about,  the  bottom  line  is  that  America  has  fallen  apart.  We 
have  no  jobs.  The  rest  of  the  world  is  getting  over  on  us.  We  are 
not  stepchildren  to  the  world.  I  think  the  President  is  trying  to 
change  that,  he  needs  cooperation. 

Dr.  NiSKANEN.  Let  me  tell  you  about  the  rest  of  the  world.  We 
have  a  higher  share  of  the  adult  population  working  than  almost 
any  country.  Our  unemployment  rate  is  unfortunately  too  high, 
but  it  is  among  the  lowest  of  the  western  world. 

Mr.  Blackwell.  What  is  the  per  capita  income  of  Germany  and 
Japan,  sir,  as  opposed  to  America? 

Dr.  NiSKANEN.  About  80  percent  of  ours. 

Mr.  Blackwell.  Oh,  no.  You  are  wrong.  No.  The  per  capita 
income  of  Japan  is  much  higher.  Yes,  it  is.  Yes,  it  is.  Yes,  it  is.  It  is 
much  higher.  And  the  per  capita  income  of  Germany  is  much 
higher.  Also,  the  unemployment  rate  is  much  lower. 

Dr.  NiSKANEN.  None  of  that  is  true,  Mr.  Congressman.  Not  one 
single  statement  you  made  is  correct. 

Mr.  Blackwell.  That  is  true,  sir.  That  is  true.  I  am  not  going  to 
argue  the  point. 

Dr.  NiSKANEN.  The  unemployment  rate  in  Europe  is  over  10  per- 
cent right  now.  The  unemployment  rate  in  Canada  is  over  11  per- 
cent. 

Mr.  Blackwell.  In  Germany  they  have  national  health  care;  in 
Canada  you  have  national  health  care.  You  want  to  go  on  talking 
about  the  other  things  they  don't  have  to  pay  for  while  they  are 
unemployed?  You  want  to  talk  about  that?  You  see  the  one  thing 
we  talk  about,  that  is  what  bothers  me,  we  talk  about  spending  but 
never  talk  about  the  suffering  of  American  people. 

Until  we  do  that,  I  am  going  to  speak  out,  say  what  I  have  to 
say,  because  I  believe  those  people  are  working,  getting  older, 
living  well.  We  should  have  empathy  for  the  people  who  are  not. 

Mr.  Chairman,  I  am  through.  I  didn't  get  the  answer  I  want. 
That  is  okay. 

Chairman  Sabo.  Mr.  Smith? 

Mr.  Smith  of  Michigan.  I  am  going  to  ask  you  to  keep  your  an- 
swers short  if  you  will  so  I  can  ask  more  questions.  If  you  were  to 
design  a  government  budget  over  the  next  10  to  12  or  15  years, 
would  you  build  into  that  design  reducing  the  debt?  Maybe  each 
one  of  you  can  briefly  respond  to  that. 

Dr.  NiSKANEN.  Reducing  the 

Mr.  Smith  of  Michigan.  The  debt,  the  Federal  debt,  the  govern- 
ment debt. 

Dr.  Sinai.  Do  you  mean  in  terms  of  planning  the  budget  to 
assume  the  debt  will  go  down? 

Mr.  Smith  of  Michigan.  If  you  were  the  architect  of  government 
revenues  and  spending,  and  you  were  designing  a  plan  over  the 
next  10  to  15  years,  would  you  draw  into  that  plan  a  reduction  of 
the  debt?  In  other  words,  do  you  think  this  country  should  reduce 
the  debt? 

Dr.  Chimerine.  I  think  the  first  objective  is  to  stop  the  hemor- 
rhaging on  the  deficits. 

Mr.  Smith  of  Michigan.  I  know. 
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Dr.  Chimerine.  I  don't  think  there  is  any  reasonable  way  with- 
out creating  too  much  fiscal  drag  over  the  next  10  years  to  both 
eliminate  the  deficit  and  generate  surpluses  in  a  way  to  reduce  the 
existing  debt.  I  think  the  first  objective  is  to  stabilize  the  debt  to 
GNP  ratio.  Then  start  bringing  it  down  by  lowering  the  deficits 
and  getting  them  closer  to  zero. 

Mr.  Smith  of  Michigan.  Your  answer  is  no? 

Dr.  Chimerine.  Not  in  a  10-year  horizon. 

Dr.  Niskanen.  Once  the  deficit  is  eliminated  and  we  have  a  bal- 
anced budget,  then  I  think  we  should  program  a  small  expected 
surplus  in  peacetime  and  recovery  years.  Now  we  may  not  achieve 
a  balance  in  every  given  year,  but  I  think  as  a  rule,  in  the  long 
run,  after  we  balance  the  budget,  we  should  program  a  small  sur- 
plus that  would  somewhat  reduce  the  debt  over  time;  but  I  think 
absolute  debt  reduction  can't  be  a  very  important  priority. 

Mr.  Smith  of  Michigan.  It  is  such — so  overwhelming  just  as  a 
beginning  point  to  reduce  the  deficit. 

Dr.  Sinai.  You  would  have  to  raise  taxes  and  cut  spending  by  so 
much  it  would  overwhelm  the  economy  and  cause  a  recession  to  get 
that  far  that  fast.  Step  one  is  to  stabilize  the  growth  of  debt  rela- 
tive to  the  growth  of  gross  domestic  product. 

Then  if  we  can  do  that,  then  you  see  if  we  could  move  to  surplus 
situations  farther  out,  that  would  actually  reduce  the  absolute 
level  of  the  debt.  To  go  here  to  what  you  are  talking  about,  given 
where  we  are  now,  is  just — would  be — would  be  very  difficult.  The 
measures  to  do  that  would  be  Draconian  in  terms  of  the  impact  on 
the  economy.  We  are  in  the  whole — we  can't  leave  it  at  that. 

Mr.  Smith  of  Michigan.  I  think  there  is  a  communication  prob- 
lem. There  are  a  lot  of  people  out  in  America  that  sometimes  get 
confused  whether  they  are  sacrificing  just  to  reduce  the  deficit  or 
whether  they  are  sacrificing  to  actually  start  dealing  with  the 

Dr.  Chimerine.  I  think  you  are  right. 

Mr.  Smith  of  Michigan.  Let  me  go  to  my  next  question.  Would 
you  encourage  the  American  citizen — I  say  this  because  it  seems  to 
me  we  have  sort  of  developed  into  a  consumption  economy  where  it 
has  been  to  the  advantage  of  most  political  forces,  both  business 
and  labor,  to  push  credit  and  push  consumption. 

Would  each  of  you  encourage  the  American  people  to  go  out  and 
borrow  more  to  get  this  economy  going,  to  buy  more  consumption 
goods,  consumer  goods? 

Dr.  Sinai.  No.  I  think  the  advice  from  a  personal  finance  point  of 
view  is  to  pay  down  debt.  The  economics  of  paying  down  debt  are 
very  persuasive  at  this  time.  I  don't  think  you  can  really  tell  con- 
sumers to  spend  more,  borrow  more.  The  economic  incentives  are 
to  pay  down  debt.  That  is  the  kind  of  advice  we  give. 

Mr.  Smith  of  Michigan.  Do  both  of  you  sort  of  agree  that  that 
is 

Dr.  Chimerine.  I  don't  know  how  you  do  it  even  if  you  want  to 
do  it. 

Mr.  Smith  of  Michigan.  Everybody  talks  about  the  attitude.  If 
we  can  get  a  positive  attitude  out  there.  But  the  positive  attitude  to 
me  simply  means  that  people  go  and — go  into  debt  or  buy  the  new 
car  a  little  quicker.  That  is  where  the  positive  attitude  is. 
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Dr.  Chimerine.  The  problem  is,  Congressman,  most  families  feel 
constrained  because  they  have  already  gone  deep  into  debt  in  the 
1980's. 

Mr.  Smith  of  Michigan.  Do  you  think  that  is  why  the  economic 
recovery  is  slower? 

Dr.  Chimerine.  Yes. 

Mr.  Smith  of  Michigan.  People  aren't  being  hornswoggled  into 
the  idea  that  there  is  no  end  to  their  income  increasing;  and  I 
think  people  are — it  seems  to  me  people  are  more  skeptical  now. 

Dr.  Chimerine.  I  think  they  are  more  worried  about  the  future. 
They  have  seen  their  own  personal  finances  deteriorate.  They  are 
deep  in  debt  in  many  cases.  This  has  been  a  constraint. 

Mr.  Smith  of  Michigan.  Would  you  draw  into  this  economic 
plan  for  government  a  reduction  in  benefits  for  entitlements? 

Dr.  Chimerine.  Yes.  And,  Congressman,  I  think  if  there  is  one 
thing  that  will  do  more  for  deficit  reduction  long  term,  without  de- 
stroying the  safety  net  for  the  needy  and  without  destroying  pro- 
grams that  have  other  social  benefits,  it  is  to  gradually  eliminate 
the  concept  of  entitlements  in  this  country.  We  are  almost  bank- 
rupt. We  cannot  afford  many  entitlement  programs  anymore. 

I  think  the  fairest,  the  most  effective  way  of  reducing  the  deficit 
long  term  is  to  means  test  as  many  of  those  programs  as  possible 
and  gradually  prevent  any  increases  in  benefits  for  people  who  do 
not  need  them,  whether  it  is  medicare  or  social  security  benefits  or 
whatever. 

If  there  is  one  major  change  that  will  address  the  deficit  issue  on 
a  long-term  basis  without  destroying  the  safety  net  and  at  the 
same  time  freeing  up  lots  of  money  to  help  bring  interest  rates 
down,  and  stimulate  more  public  and  private  investment,  it  is  to 
gradually  phase  out  the  concept  of  entitlement  programs. 

Dr.  Niskanen.  Yes.  We  recommend  two  things.  One  is  to  change 
the  benefits  of  future — not  present,  future — social  security  retirees 
in  two  ways.  One  is  to  gradually  increase  the  age  before  retire- 
ment, 2  months  a  year  indefinitely.  The  second  is  to  index  the  bend 
points  in  social  security  to  prices  and  not  wages.  That  would  lead 
social  security  in  the  future  to  be  a  floor  on  real  income  but  not  a 
floor  on  relative  income,  relative  to  their  retirement  earnings.  That 
saves  literally  hundreds  of  billions  of  dollars  in  the  next  century, 
in  the  2020  period. 

The  second  is  for  medical  care,  we  propose  transforming  all  tax- 
financed  medical  insurance  into  an  income-tested  deductible  plan. 
Right  now,  we  have  pieces  of  that  in  the  tax  code.  The  tax  code,  for 
example,  permits  you  to  deduct  medical  expenses  only  if  they  are 
over  7.5  percent  of  your  adjusted  gross  income.  If  we  applied  that 
same  thing  to  the  direct-financed  programs,  that  would  save  a 
family  with  an  income  of  $100,000,  would  pay  the  first  $7,500  up- 
front before  they  were  insured,  before  their  care  was  insured. 

Mr.  Smith  of  Michigan.  Let  me  interrupt  you.  Maybe  the  Chair- 
man might  let  me  ask  one  more  question. 

Dr.  NiSKANEN.  It  cuts  both  of  those  measures.  We  discuss  the 
amount  of  entitlements  received  by  the  highest  income  people  in 
our  country  but  not  the  lowest  income  people. 

Dr.  SiNAi.  I  agree  with  means  testing  on  entitlements. 


74 

Chairman  Sabo.  Excuse  me.  As  you  answer  that,  what  you  are 
talking  about  is  not  means  testing,  you  are  talking  about  a  sliding 
fee  scale. 

Dr.  Sinai.  I  think  that  is  another  issue.  The  general  notion  is 
those  that  can  afford 

Chairman  Sabo.  [continuing]  to  pay  a  varying  premium.  That  is 
different  than  means  testing  which  assumes  you  need  to  meet  a 
certain  test  to  be  eligible. 

Dr.  Sinai.  Yes. 

Second,  benefits  should  be  taxed  at  progressive  rates  just  as  the 
President's  proposal  has  85  percent  of  social  security  benefits  above 
a  certain  income  level  being  taxed.  50  percent  makes  those  benefits 
taxed  at  more  progressive  rates.  That  could  be  applied  to  all  kinds 
of  benefits  people  are  receiving,  including  employer-provided  medi- 
cal premiums. 

Finally,  a  COLA  less  1  percentage  point  has  been  my  recommen- 
dation on  social  security  cost  of  living  and  other  entitlements,  not  a 
freeze  which  was  the  original  debated  item  sometime  ago  on  social 
security.  The  adjustments  on  social  security  benefits  and  other  en- 
titlements would  be  the  cost  of  living  less  1  percentage  point. 

Mr.  Smith  of  Michigan.  If  you  are  going  to — for  lack  of  another 
word,  I  will  still  use  means  test.  Isn't  it  somewhat  ridiculous  then 
to  lift  the  $130,000  cap  on  medicare  charges  if  none  of  it  ever  is 
going  to  go  back  to  medicare  for  those  individuals  that  pay  it?  Why 
not  increase  the  tax  rates?  Wouldn't  somehow  that  be  more  fair 
than  to  pretend  that  somehow  it  is  pajdng  for  medicare? 

Dr.  Sinai.  Well,  I  support  the  lifting  of  that  ceiling  and  the 
taxing  of  all  income  above  $130,000.  Those  who  pay  that  at  some 
point  in  their  life  are  fortunate  enough  not  to  have  to,  pay  medi- 
care  

Mr.  Smith  of  Michigan.  Why  not  increase  the  tax  rates  for 
those  type  of  individuals? 

Dr.  Sinai.  I  haven't  looked  at  that. 

Mr.  Smith  of  Michigan.  I  just  introduce 

Dr.  Sinai.  I  think  the  principles  are  the  things  here,  that  we 
have  a  lot  of  affluent,  high  income  families  who  can  through  tax- 
ation or  otherwise  pay  more. 

Mr.  Smith  of  Michigan.  I  will  try  to  get  one  more  question. 

Chairman  Sabo.  Take  one  more  question. 

Mr.  Smith  of  Michigan.  I  just  introduced  legislation  to  index  de- 
preciation to  inflation  and  the  time  value  of  money.  It  seems  to  me 
there  is  a  lot  of  fair  motivation  for  businesses  to  buy  new  machin- 
ery and  equipment,  doing  it  that  way,  especially  since  we  are  com- 
peting with  a  lot  of  countries  that  have  a  value-added  tax  and 
pretty  much  allow  expensing  much  more  than  we  do.  Can  you  give 
me  your  reaction  as  far  as  the  stimulus  package  of  the  tax  credit 
versus  indexing? 

Dr.  Sinai.  The  work  I  have  done  has  done  a  lot  of  work  on  depre- 
ciation allowances  and  capital  spending.  The  acceleration  in  any 
form,  including  indexing  for  inflation,  has  a  very  big  bang  for  the 
buck  on  capital  spending,  even  bigger  than  the  investment  tax 
credit  does. 

Mr.  Smith  of  Michigan.  Don't  sometime  we  have  to  end  up  com- 
peting with  these  countries  in  the  rest  of  the  world  that  are  willing 
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to  work  longer  hours  and  maybe  for  less  pay?  If  we  are  looking  to 
the  next  50  years  in  this  country,  don't  we  somehow  have  to 
produce  that  kind  of  quality  product  at  an  ultimate  lower  cost 
either  through  productivity,  through  technology  and  research,  or 
something  if  we  expect 

Dr.  Sinai.  One  way  to  look  at  it  is  to  look  at  the  tax  laws  across 
countries  and  see  where  we  are  not  operating  on  the  same  playing 
field.  So  how  depreciation  is  expensed,  how  fast  it  is  expensed  has 
been  an  area  where  we  tended  to  go  the  other  way  in  the  name  of 
the  1986  tax  law  which  was  to  level  the  playing  field  in  this  coun- 
try. I  believe  we  are  operating  at  a  competitive  disadvantage  be- 
cause of  that. 

The  other  place  that  is  unfair  is  on  capital  gains  taxes  which 
ought  to  be  indexed  for  inflation  as  well  as  the  measure  that  you 
mention.  If  the  goal  is  capital  formation,  capital  spending,  you  get 
more  of  a  bang  for  the  buck  by  indexing  in  depreciation  for  infla- 
tion in  terms  of  what  you  pay  in  lost  tax  revenue  than  with,  I 
think,  other  corporate  tax  measures  including  the  investment  tax 
credit. 

Dr.  Chimerine.  I  agree,  Congressman.  There  are  a  number  of  dif- 
ferent ways  of  structuring  investment  tax  incentives  to  stimulate 
private  investment  over  the  long  term,  whether  it  is  a  targeted  in- 
vestment tax  credit,  accelerated  depreciation,  etc. 

I  can  conceive  of  giving  the  option  of  investment  tax  credits,  ac- 
celerated depreciation,  or  whatever.  The  point  I  made  earlier  is 
that  one  of  the  flaws  in  my  judgment  in  the  administration's  pro- 
gram is  on  a  long-term  basis  there  are  not  sufficient  enough  incen- 
tives for  private  investment,  particularly  when  you  factor  in  the  in- 
crease in  the  corporate  tax  rate  which  will  reduce  the  return  on 
future  investment. 

I  would  like  to  see  more  of  this  in  the  program.  Whether  it  is 
your  particular  program  or  any  other 

Mr.  Smith  of  Michigan.  I  am  a  Republican. 

Dr.  Chimerine.  Whatever  you  are,  you  are  interested  in  what  is 
best  for  the  country. 

Mr.  Smith  of  Michigan.  It  won't  be  my  bill,  I  am  sure. 

Dr.  Sinai.  For  Republicans  and  Democrats,  I  say  for  this  attenipt, 
which  is  a  worthy  attempt  to  move  the  country  forward  on  a  diffi- 
cult issue,  there  are  a  number  of  ways  to  make  modifications  and 
improve.  If  the  process  gets  hung  up  doing  that,  I  think  that  would 
be  a  big  mistake. 

Dr.  NiSKANEN.  Congressman,  I  support  the  direction  of  your  pro- 
posal. It  is  very  important  to  recognize,  however,  the  amount  we 
invest  in  this  country  is  limited  by  the  amount  we  save  plus  the 
amount  we  borrow  from  other  people.  If  we  do  not  increase  our  net 
saving  rate,  a  higher  proportion  of  the  investment  has  to  be  fi- 
nanced abroad.  That  is  where  the  big  crunch  is.  You  cannot  stimu- 
late investment  without  increasing  savings. 

Mr.  Smith  of  Michigan.  Does  increasing  taxes  to  reduce  the  def- 
icit increase  savings? 

Dr.  Chimerine.  Yes. 

Dr.  Niskanen.  If  it  does  not  reduce  private  savings  by  more  than 
the  reduction  of  the  deficit. 
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Dr.  Chimerine.  Yes.  In  my  opinion,  even  though  I  think  there 
are  better  ways  of  raising  tax  revenues  from  upper  income  people 
such  as  by  scaling  back  certain  tax  preferences  and  deductions  and 
so  forth,  raising  the  rate  like  the  President  has  proposed,  will 
reduce  private  saving  by  less  than  the  reduction  in  the  deficit  and 
increase  national  savings. 

Chairman  Sabo.  Mr.  Pomeroy? 

Mr.  Pomeroy.  The  panel  has  reminded  me  much  of  the  forums  I 
attended  in  North  Dakota  over  the  weekend.  In  fact,  your  testimo- 
ny is  closely  mirroring  a  range  of  options  that  I  heard.  It  is  a  plan, 
better  than  nothing.  We  must  make  headway  on  the  deficit,  and 
some  would  suggest  we  can  do  it  without  higher  taxes.  I  also  heard 
input  with  the  vigor  and  enthusiasm  of  Congressman  Blackwell's 
comments  this  afternoon  as  well. 

It  seems  to  me  there  is  agreement  between  the  three  of  you  on 
the  role  of  health  care  costs  and  our  dilemma,  at  this  point,  as  a 
country.  I  want  to  pursue  this  with  you. 

Dr.  Chimerine,  and  I  am  not  sure  I  am  pronouncing  your  name 
correctly 

Dr.  Chimerine.  You  got  it. 

Mr.  Pomeroy.  You  indicated  that  failure  to  take  action  on  health 
care  costs  5  years  ago  or  so  basically  has  now  committed  us  to  a 
spending  structure  dramatically  above  where  we  were  because  we 
have  held  out  the  commitment  of  benefits  but  done  nothing  to  con- 
trol their  cost  do  to  over  utilization;  is  that  correct? 

Dr.  Chimerine.  Basically,  yes. 

Mr.  Pomeroy.  It  seems  to  me  we  have  one  of  two  choices.  You 
attack  the  benefit  structure  and  roll  them  back  or  you  attack  costs. 
Maybe  you  ultimately  have  to  do  both  if  you  can't  get  a  handle  on 
costs.  At  this  point,  I  have  a  strong  preference  for  addressing  costs 
first  and  seeing  whether  or  not  we  can  maintain  our  commitment 
to  the  programs  as  constituted.  There  has  been  an  irresponsible 
rate  of  inflation  in  costs,  in  my  opinion. 

Do  you  have  a  reaction  to  whether  that — by  way  of  a  priority 
strategy — makes  sense? 

Dr.  Chimerine.  I  think  you  have  to  try  to  do  both,  Congressman. 
You  can  only  cut  health  care  costs  by  one  of  two  ways  as  you  sug- 
gest. Either  we  do  fewer  procedures  or  the  average  cost  of  them 
comes  down.  My  best  guess  is  we  have  to  do  both.  It  is  going  to  re- 
quire a  major  effort  to  accomplish  that  with  a  lot  of  dimensions  to 
it. 

By  the  way,  and  I  think  both  Bill  and  Allen  raised  this  earlier — 
while  I  certainly  have  sympathy  for  the  President's  goal  of  broad- 
ening coverage  and  providing  coverage  for  those  people  who  no 
longer  have  coverage,  I  am  a  little  queasy  myself  about  raising 
taxes  significantly  in  order  to  pay  for  that  before  we  get  the  cost 
structure  down. 

If  we  are  going  to  increase  taxes  by  $50  or  $100  billion  on  top  of 
the  tax  increase  in  the  stimulus-deficit  reduction  program,  I  think 
we  will  create  an  enormous  drag  on  the  economy  which  right  now 
is  not  strong  enough  to  accept. 

To  answer  your  question  directly,  I  don't  know  how  you  deal 
with  that;  I  think  you  have  to  go  after  both.  I  am  not  smart  enough 
to  know  the  right  answer.  It  seems  to  me  this  has  to  be  a  huge  pri- 
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ority.  I  think  Bill  mentioned  this  earlier.  There  is  no  way,  long 
term,  we  can  produce  enough  spending  reduction  in  my  judgment 
without  reducing  the  cost  of  public  health  care  programs  both 
through  lowering  average  fees  or  prices  and  secondly  by  eliminat- 
ing some  of  the  procedures,  some  of  it  through  defensive  medicine, 
some  because  people  do  not  pay  for  the  service  or  tend  to  make  ex- 
cessive use  of  it,  whatever  it  is. 

I  think  you  have  to  address  both  aspects  of  it. 

Mr.  PoMEROY.  Just  a  quick  check  across  the  panel? 

Dr.  NiSKANEN.  Most  of  the  measures  that  have  been  discussed 
that  would  directly  control  costs  would  be  entirely  counterproduc 
tive.  The  only  way  to  control  prices  and  expenditures  is  reduce  the 
growth  of  demand  for  medical  care  and/or  increase  the  gro^^1:h  of 
supply  of  medical  care. 

What  we  have  been  doing  for  years  is  that  we  have  been  subsi- 
dizing the  growth  of  demand  for  medical  care  and  restricting  the 
growth  of  supply.  And  the  consequence  is  that  we  have  had  an  ex- 
plosion of  prices  and  expenditures.  That  is  a  wholly  predictable 
result.  It  has  been  predicted  for  many  years. 

Mr.  PoMEROY.  I  am  afraid  I  completely  disagree.  I  want  to  let 
you  get  to  the  end  of  your  point,  but  the  number  of  physicians  in 
this  country,  for  example,  increased  something  like  40  percent  be- 
tween 1975  and  1985.  In  1985,  each — on  a  per  capita  basis,  each 
was  earning  an  all  time  high. 

Far  from  restricting  supply,  I  believe  that  the  flawed  market 
mechanisms  that  apply  to  medical  care  in  a  third  party  reimburse- 
ment system  have  led  to  an  oversupply  of  medicine  in  the  most 
costly  and  least  efficient  manner  in  terms  of  the  quality  of  care  de- 
livery areas.  We  have  found  no  limit  to  demand  and  no  end  to 
supply.  That  is  our  problem. 

Dr.  NiSKANEN.  Well,  you  are  fundamentally  correct  that  the 
reason  why  we  have  so  much  care  of  a  certain  kind  is  because  of 
the  dominance  of  third-party  payments.  When  people  pay  five  or 
ten  cents  on  the  dollar,  neither  the  patient  nor  physician  has  ade- 
quate incentive  to  control  costs.  The  main  measures  being  consid- 
ered these  days  would  be  to  add  somewhere  between  $30  to  $90  bil- 
lion of  total  demand  and  then  try  to  control  costs  directly  by  global 
budgeting  or  price  controls. 

That  is  absolute  madness.  That  will  either  lead  to  an  explosion 
later  on  as  has  been  the  case  with  all  prior  episodes  of  price  con- 
trols for  several  thousand  years  or  it  will  lead  to  various  kinds  of 
non-price  rationing  or  maybe  some  of  both. 

If  you  are  serious  about  reducing  the  inflation  in  medical — infla- 
tion in  medical  expenditures,  we  have  to  slow  the  growth  of 
demand.  And  the  best  way  to  do  that  is  to  reduce  the  role  of  third- 
party  payments  overall  in  our  economy  even  if  we  broaden  the 
health  insurance  to  those  uninsured.  We  have  to  reduce  the  role  of 
third-party  payments  in  order  to  make  this  work  or  else  we  are 
going  to  end  up  with  a — I  won't  call  it  socialized  but  a  bureaucra- 
tized  medical  sector. 

Global  budgeting  by  the  way  treats  the  whole  of  this  $800  billion 
sector  as  one  big  bureau.  Where  there  is  an  allocation  made  for  the 
total  appropriations  to  the  bureau  and  then  it  is  parceled  out 
among  States,  hospitals,  HMOs,  PPOs  and  so  forth,  that  would  bu- 
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reaucratize  a  $800  billion  sector  in  the  United  States  and  I  think 
would  not  reduce  costs  again  without  very  severe  kinds  of  non-price 
rationing. 

Mr.  PoMEROY.  I  believe  you.  First  of  all,  part  of  me  believes  in 
the  wisdom  of  the  old  joke  that  if  you  took  all  the  economists  in 
the  world  and  laid  them  end  to  end,  it  would  probably  be  a  good 
thing.  Secondly,  you  do  deal  in  the  world  of  economic  models.  We 
deal  in  the  world  of  politically  acceptable  solutions. 

I  will  tell  you,  the  people  in  North  Dakota  would  not  think  too 
highly  of  a  health  reform  plan  that  took  away  their  insurance  cov- 
erage. They  are  already  scared  to  death  about  the  security  of  their 
ability  to  pay  for  health  care. 

If  we  are  dealing  in  the  world  of  reality,  I  think  that  we  need  to 
fashion  a  plan  that  does  not  rely  on  taking  coverage  away,  because 
it  simply  will  not  happen  in  this  political  system. 

Dr.  NiSKANEN.  You  cannot  take  coverage  away  from  families 
that  make  $50  to  $150  to  $200? 

Mr.  PoMEROY.  I  think  selling  tax  cuts  is 

Dr.  NiSKANEN.  [continuing]  that  is  what  happens  with  plans 
being  limited  to  an  income-tested  deductible.  That  transforms  any 
tax  finance  plan  into  a  catastrophic  plan  in  which  the  magnitude 
of  the  catastrophe  is  measured  relative  to  their  ability  to  pay. 

Mr.  PoMEROY.  A  new  question:  Do  you  then  allow  a  private 
market  mechanism  to  cover  the  exposure  experienced  by  the 
$150,000  family? 

Dr.  NiSKANEN.  Yes,  but  out  of  their  after-tax  money  not  as  a  tax 
deduction. 

Mr.  PoMEROY.  If  you  allow  it  with  after-tax  money  at  the  point  of 
medical  care  delivery,  you  still  have  first  dollar,  third  party  cover- 
age and  inflation  running  rampant. 

Dr.  NiSKANEN.  I  don't  think  many  people  are  going  to  buy  much 
insurance  out  of  their  own  after-tax  money.  Almost  all  private  in- 
surance right  now  is  fully  deductible  to  the  employer. 

Mr.  PoMEROY.  Our  experience  with  medicare  supplement  cover- 
ages is  that  a  massive  percentage  of  people  will  pay  $106  in  the 
market  to  get  the  first  $100  of  exposure  in  plan  B  coverage.  First 
dollar  coverage  has  something  of  an  almost  phenomenal  desire  in 
the  marketplace. 

Dr.  Sinai? 

Dr.  Sinai.  I  think  as  a  social  matter  there  is  absolutely  no  way 
we  cannot  ensure  37  million  people  who  are  uninsured  nor  provide 
protection  to  people  who  lose  their  job  and  for  various  reasons  not 
be  insured  by  insurance  companies  when  they  were  insured  before. 
That  is  a  national  and  social  tragedy.  You  have  to  start  from  that. 
That  is  a  non-economic  factor.  That  is  where  I  come  out  on  that.  It 
is  inexcusable  that  37  million  people  can't  cover  the  costs  of  care. 

The  question  is  how  you  provide  for  them  in  the  least  costly  way. 
It  seems  to  me  the  package  approach,  minimal  package  benefits  ap- 
proach with  lumps  of  buyers  or  buying  power  over  the  suppliers, 
managed  competition  is  the  way  to  agree  with  that.  The  best  way 
to  go  is  on  the  cost  side  in  terms  of  the  costs  of  providing  the  medi- 
cal care  we  provide.  Because  there  has  to  be  tremendous  duplica- 
tion whether  it  is  in  the  payment  systems,  the  administration, 
management  problems  in  hospitals.  I  think  a  fact-finding  to  deter- 
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mine  where  the  greatest  costs  are  is  also  in  order  because  before 
you  start  cutting  costs  or  finding  ways  to  deal  with  them,  you  need 
to  know  where  the  costs  are  highest. 

My  doctor  friends  in  the  Boston  area,  a  sophisticated  crew  of 
people,  are  all  telling  me  it  is  that  last  month  or  2  of  life,  the  ter- 
minal illness,  the  cost  of  that  is  major,  major  part  of  the  explosion 
in  the  costs  of  health  care  and  part  of  the  burdens  of  corporations 
and  government  and  individuals  and  also  insurance  companies.  If 
that  is  correct,  part  of  dealing  with  costs  is  figuring  out  how  to  deal 
with  that  particular  aspect  of  the  problem. 

It  turns  out  it  is  largely  administrative,  paperwork,  all  of  ths ..  I 
think  some  of  that  is  true.  I  think  you  can  save  some  money  there. 
I  think  you  have  to  go  through  that  first  before  you  thin'  about 
things  in  the  market  for  limited  and  reduced  demand.  Th(-  a  are  a 
million  ways  to  do  that.  I  don't  think  most  people  think  harr' 
enough  about  what  they  buy  from  the  demand  side.  Thjy  are  not 
discriminatory  enough.  It  is  very  low  cost  once  you  take  care  of  the 
third  party  payments  mechanism.  As  copayments  get  higher,  we 
are  taxed  on  our — our  employers  are  taxed,  we  are  taxed.  So  long 
as  we  make  sure  the  insurance  function  persists  in  our  society,  I 
think  we  will  have  a  more  rational  system. 

As  a  budget  matter,  it  is  absolutely  breaking  the  budget  of  gov- 
ernments, households,  and  corporations  and  is  one  of  the  reasons 
why  corporations  don't  want  to  hire  people.  I  think  that  is  well  doc- 
umented. It  is  not  the  wages  and  salaries.  It  is  every  ime  you  lay 
on  a  worker  you  lay  on  all  the  benefits  plus  risks  and  arge  compa- 
nies don't  want  to  do  that. 

Our  greatest  job  growth  has  been  in  temp  agencies  over  the  last 
few  years  because  companies  don't  have  to  pay  the  collateral  costs. 
Maybe  that  is  the  future  of  our  work  force.  Defense  people  who 
will  lose  their  jobs,  we  cut  defense  more,  what  do  you  do  with  those 
workers?  Maybe  we  need  some  of  them  to  start  some  temp  agencies 
and  there  will  be  jobs  for  the  lower  cost  temp  workers. 

The  health  care  nut  really  has  to  be  cracked.  If  you  wait  to  do  it 
all  at  one  time,  I  think  nothing  will  happen.  These  are  too  tough 
and  complicated.  It  is  mind-boggling.  Our  problems  are  mind-bog- 
gling. It  will  be  a  challenge  for  everybody  for  years.  Keep  us  all 
working  hard. 

Mr.  PoMEROY.  Your  input  has  been  helpful.  I  believe  the  body  is 
responding  much  along  the  directions  you  would  like.  They  are 
intent  on  passing  a  plan  that  has  as  its  focus  economic  recovery 
and  deficit  reduction.  If  anything,  we  would  like  to  enhance  spend- 
ing cuts  within  the  President's  package  and  accelerate  the  deficit 
reduction  component. 

I  think  in  this  instance,  so  far,  congressional  discussions  are  mir- 
roring sound  economic  policy. 

Thank  you. 

Chairman  Sabo.  Let  me  have  you — in  a  way,  I  suppose  it  is  sort 
of  a  follow  up  to  Mr.  Blackwell's  question  to  where  jobs  are  going 
to  come  from.  Let  us  speculate  on  that. 

As  I  look  at  the  1980's,  clearly  we  had,  in  gross  numbers  in  job 
growth  clearly  tended  to  be  substantially  on  the  lower  end  of  the 
econoxnic  spectrum.  We  also  had  a  couple  of  things  driving  jobs  in 
the  1980's  that  are  not  going  to  be  there  in  the  1990's.  One,  for  cer- 
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tain,  the  escalation  of  defense  spending  that  occurred  at  the  begin- 
ning of  the  1980's  took  a  while  to  flow  into  the  system,  but  really 
continued  through  the  1980's  even  though  defense  spending  in  real 
dollars  started  to  decline  in  1985.  That  budget  authority  kept  spur- 
ring it  throughout  that  period  of  time. 

The  other  was,  as  it  relates  to  health  care,  a  huge  explosion  of 
employment  in  health  care.  I  think  we  have  10  million  people 
working  in  health  care  today.  I  think  about  4  million  of  those,  if  I 
am  not  wrong,  were  added  in  the  1980's,  maybe  even  late  1980's.  So 
it  strikes  me  that  a  couple  of  the  primary  things  that  really  drove 
job  growth  in  the  1980's  are  not  going  to  be  there  in  the  1990's,  par- 
ticularly if  we  are  successful  in  controlling  health  care  costs.  I 
don't  expect  the  elimination  of  what  exists,  but  clearly  for  the  con- 
trol of  costs,  that  growth  is  not  going  to  be  there. 

It  seems  to  me  our  real  dilemma  is  in  looking  at  what  we  do  to 
spur  that  growth  in  other  areas.  The  question  is  do  we  need  some 
of  the  economic  stimulus  that  the  President  is  suggesting?  I  am  not 
talking  about  the  short  one  which  is  not  really  in  the  parameters 
of  this  committee.  That  is  a  decision  that  is  made  elsewhere.  But 
does  it  make  a  difference  where  we  spend?  Where  we  invest 
money?  Are  things  like  SEMATECH,  which  we  funded  out  of  the 
DOD  budget,  are  those  useful  things  to  do?  My  sense  is  it  was,  and 
it  continues  to  be. 

I  see  one  head  going  this  way;  the  other  one  going  this  way.  I 
think  that  is  the  dilemma  we  face.  I  think  many  of  us  sense  in  the 
1980's  we  were  not  looking  at  these  issues  at  all  and  paying  a  price 
for  it. 

We  have  some  very  unique  and  different  and  challenging  times 
for  the  1990's  and  for  the  next  century. 

Dr.  Chimerine.  May  I  take  a  crack  at  that,  Mr.  Chairman? 

I  think  you  are  absolutely  right.  I  think  when  the  history  books 
of  the  1980's  are  written,  and  I  guess  they  are  starting  to  be  writ- 
ten now — we  had  a  long  expansion  in  which  we  created  a  lot  of 
jobs.  When  you  look  at  the  sources  or  engines  of  that  expansion, 
they  were  construction  and  military  booms,  tax  cuts,  which  fi- 
nanced consumer  spending. 

Chairman  Sabo.  If  I  may  add  part  to  the  question,  I  asked  sever- 
al other  people  if  one  took  the  same  private  investment  we  had  in 
the  1980's  and  reallocated  it  so  more  went  to  plant  and  equipment 
and  less  to  real  estate,  would  we  be  better  off? 

Dr.  Chimerine.  That  is  exactly  the  point.  The  forces  that  created 
the  expansion  in  the  1980's  did  not  improve  our  long-term  growth 
fundamentals.  In  fact,  they  faded  out  as  we  moved  late  into  the 
decade;  once  we  reversed  the  debt  buildup  and  once  the  construc- 
tion and  military  booms  faded,  there  was  not  a  lot  to  take  their 
place.  That  is  why  we've  had  4  years  of  stagnation.  It  wasn't  Bush's 
policies.  It  was  a  result  of  the  forces  of  growth  in  the  1980's. 

When  we  look  at  the  job  outlook,  there  are  going  to  be  losses  of 
defense  jobs  with  or  without  the  cuts  the  President  is  proposing.  If 
there  is  health  care  reform,  it  will  stop  much  of  the  growth  in 
health  care  jobs. 

We  have  a  third  factor  holding  down  jobs,  the  disinflation  and 
highly  competitive  environment,  coupled  with  a  lot  of  new  technol- 
ogies, are  creating  losses  of  a  lot  of  jobs  in  existing  industries.  It 
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seems  to  me  if  we  don't  start,  number  one,  accelerating  the  process 
of  creating  new  industries  and,  secondly,  find  ways  to  improve  the 
competitiveness  of  many  of  our  existing  industries  to  help  recap- 
ture some  of  the  markets  they  lost  in  the  1980's,  we  will  not  be 
able  to  create  enough  new  jobs  to  offset  the  losses  in  those  areas. 

I  think  that  is  what  the  Clinton  program  is  all  about.  It  is  an 
attempt  to  reorient  government  priorities  away  from  consumption 
to  investment  and,  theoretically,  by  bringing  the  budget  deficit 
down  and  through  tax  incentives,  to  fund  or  encourage  more  pri- 
vate investment  to  speed  up  productivity  growth,  to  improve  our 
competitiveness  and  with  a  technology  policy,  to  help  create  new 
industries,  technology  driven  industries. 

We  can  argue  whether  their  approach  is  right  or  not.  It  seems  to 
me  that  is  what  we  have  to  do.  You  are  absolutely  right.  It  is  very 
hard  to  be  optimistic  about  job  creation,  particularly  high  paying 
jobs  with  normal  benefits.  I  don't  find  $5  or  $6  an  hour  temp  jobs 
for  defense  workers  losing  their  jobs  as  a  way  to  maintain  living 
standards  for  them.  The  real  question  should  be  will  the  Clinton 
program  either  directly  or  indirectly  accelerate  the  creation  of  new 
industries,  accelerate  the  conversion  of  technologies  into  new  prod- 
ucts. 

Will  it  strengthen  our  existing  manufacturing  base  in  such  a  way 
that  can  provide  more  jobs  to  offset  the  drag  caused  by  the  facts 
you  mentioned? 

It  is  an  open  question.  I  think  it  will.  I  think  we  can  do  things  to 
strengthen  it  and  increase  the  probability  that  it  will  happen.  But  I 
think  that  is  the  essence  of  this  program. 

Chairman  Sabo.  Do  others  care  to  respond? 

Dr.  Sinai.  Our  best  job  growth  always  comes  when  we  have  a 
very  strong  booming  economy.  That  was  part  of  the  great  job 
grovii:h  of  the  1980's.  We  grew  fast  in  large  part  from  fiscal  stimu- 
lus. The  distribution  of  those  jobs  followed  demands  and  emerging 
new  technologies.  For  the  1990's,  one  source  of  new  jobs  could  have 
to  do  if  the  program  is  successful  with  demands  that  come  into  the 
United  States  from  overseas.  We,  now  on  the  manufacturing  side, 
are  very  competitive  after  our  manufacturing  sectors  have  gotten 
lean  and  mean.  We  are  on  the  services  side  of  the  world,  true  serv- 
ices, king-of-the-hill. 

We  had  a  trade  surplus  in  true  services  last  year  of  $58  billion  in 
travel,  tourism,  health,  education  services,  a  $58  billion  surplus  in 
services,  a  $85  billion  trade  deficit  in  goods.  Half  of  that  is  oil.  If 
you  take  the  oil  merchandise  trade  deficit  against  the  trade  sur- 
plus, I  think  you  have  a  gain  internationally. 

Western  European  economies,  Japan  is  very  sick  at  this  point. 
Eastern  Europe,  Soviet  Union  are  just  beginning  to,  I  hope,  get 
their  feet  out  of  the  mud.  That  is  a  step  in  the  right  direction.  You 
have  China  which  is  growing  very  fast.  The  1990's  could  be  the 
time  when  it  is — the  global  economy  is  a  source  of  jobs  for  those 
who  lose  even  as  the  rate  of  growth  of  health  care  jobs  diminishes. 
To  do  that,  to  be  able  to  be  there  for  that,  a  number  of  the  propos- 
als of  the  Clinton  administration  will  put  us  in  good  stead. 

To  the  extent  the  education  and  learning  part  of  the  proposal 
has  an  impact  in  making  us  better  educated  and  more  productive, 
to  the  extent  the  emphasis  is  on  technology,  the  emphasis  is  on  in- 


82 

frastructure,  travel,  tourism,  for  example,  transportation;  that  is 
all  part  of  it. 

I  think  the  program,  our  model  says  that  the  program  actually 
loses  us  jobs.  In  a  tough  jobs  climate  it  gets  tougher  because  that  is 
the  cost  of  deficit  reduction.  Our  model  has  bias  in  it  because  it  has 
the  1980's  experience  when  we  had  a  tremendous  experience  in 
growth  in  jobs.  I  think  we  are  overestimating  the  jobs  lost  because 
of  the  econometrics  of  it.  By  and  large,  historically,  4  percent 
growth  a  year,  if  we  could  do  that  and  not  reignite  inflation  would 
probably  suddenly  make  all  the  worries  about  job  creation  go  away. 

We  can't  really  at  this  point  grow  at  4  percent  a  year  in  any  way 
we  can  see  from  the  demand  side.  Certainly  we  can't  do  that  if  you 
have  to  cut  the  deficit  which  is  a  legacy  of  the  1980's.  From  the 
supply  side,  the  productivity  side,  some  of  the  investments,  that  is 
the  great  experiment  of  the  plan.  I  don't  think  anybody  knows 
whether  what  you  describe  will  work  better  for  jobs  in  the  1990's 
than  the  so-called  profligate  ways  we  used  money  in  the  1980's,  in 
the  ways  we  used  them. 

We  did  create  a  lot  of  lawyer  jobs,  a  lot  of  financial  institution 
jobs,  a  lot  of  investment  banker  jobs,  maybe  a  lot  of  economist  jobs 
in  the  1980's.  We  will  not  do  that  in  the  1990's.  Where  will  it  come 
from? 

I  think  we  are  all  going  to  be  disappointed  in  jobs  creation  with 
or  without  the  program  over  the  intermediate  term. 

Dr.  NiSKANEN.  Congressman,  I  think  it  is  an  illusion  to  believe 
government  has  either  the  information  or  the  incentive  to  direct 
where  the  jobs  ought  to  go,  either  by  industry  or  by  technology. 
The  government's  record  in  both  industrial  policy  and  technology 
policy,  with  few  exceptions,  has  generally  been  to  try  to  protect 
older  firms  against  new  firms;  older  declining  industries  against 
growing  industries;  old  technologies  against  new  technologies.  It 
has  been  a  negative  force  for  the  economy  rather  than  a  positive 
force. 

Even  in  the  few  cases  where  they  have  consciously  tried  to  pick 
sunrise  industries  and  sunrise  technologies  rather  than  sunset  in- 
dustries and  technologies  the  record  is  pretty  bleak.  These  synthet- 
ic fuels,  a  whole  range  of  energy  projects  we  had  in  the  1970's,  the 
early  1980's  turned  out  to  be  a  big  flop.  The  American  SST  pro- 
gram was  fortunately  aborted  fairly  early  on  before  we  lost  huge 
amounts  of  money.  Our  record  in  this  area  is  not  very  good.  It  is 
not  for  lack  of  bright  people.  It  is  not  necessarily  for  the  lack  of 
high  public  spiritedness  or  anjdhing. 

It  is  that  we  just  do  not  have  the  information  to  determine  where 
the  new  jobs,  where  the  most  valuable  new  jobs,  the  new  technol- 
ogies of  the  1990's  will  be. 

There  is  the  additional  problem  that  you  recognize  that  a 
Member  of  Congress  has  a  much  stronger  incentive  to  protect  an 
existing  job  in  an  existing  plant  or  location  in  his  district  than  to 
promote  new  jobs  or  new  technologies  wherever  they  may  be  locat- 
ed. 

That  is  the  basic  reason  for  the  fundamentally  reactionary  biases 
of  Congress  in  trying  to  protect  declining  firms  and  industries  and 
technologies  against  new  ones.  You  know  where  the  existing  ones 
are.  You  don't  know  where  the  new  ones  are  going  to  be.  I  see  no 
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reason  to  believe  the  bright  people  who  came  to  office  in  Washing- 
ton this  winter  are  going  to  change  that  general  pattern. 

Chairman  Sabo.  Mr.  Smith?  Do  you  have  any  further  questions? 

Mr.  Smith  of  Michigan.  What  would  happen  if  we  raised  the 
minimum  wage  to  $10? 

Dr.  Chimerine.  You  are  not  submitting  legislation  for  this,  are 
you?  I  would  doubt  it. 

Mr.  Smith  of  Michigan.  The  danger  I  see  is  that,  number  one. 
we  are  not  used  to  going  through  some  of  the  misery  we  have  seen 
evident  during  the  last  decade  when  we  become  less  competitive. 
So  there  is  a  tendency  to  redistribute  the  wealth,  to  make  things 
seem  like  we  are  not  as  bad  off  as  it  appears.  So  I  do  see  a  tenden- 
cy of  legislative  prosperity.  I  have  serious  reservations  about  the 
Family  Leave  bill.  I  have  reservations  about  Mr.  Reich,  who  is 
going  to  be  with  us  tomorrow,  suggesting  we  should  have  a  new  in- 
crease in  the  minimum  wage;  so  I  just  wanted  to  get  your  reac- 
tions. 

What  would  happen  if  we  legislated  that  kind  of  prosperity  and 
said  we  should  have  a  minimum  wage  of  $10  an  hour? 

Dr.  Sinai.  That  is  a  pretty  inflationary  increase,  although  these 
days  because  minimum  wage  is  not  that  big  a  part  of  what  goes  on, 
it  has  a  smaller  effect  than  it  did  before.  As  part  of  the  sequence  of 
steps  in  that  direction,  which  is  what  you  are  getting  at  to  the 
whole  thrust  perhaps  of  the  Clinton  plan  which  does  suggest  maybe 
we  are  back  on  the  road  to  what  went  on  before  under  previous 
Democratic  administrations  many  years  ago,  the  Great  Society,  the 
rest  of  that,  I  think  that  is — I  don't  see  that  in  the  plan.  I  don't  see 
that  as  the  philosophy  of  the  administration.  But  I  do  think  that  is 
a  danger  as  the  government  sector  creeps  more  and  more  back  into 
private  sector  activities  with  a  sincere  intent  to  make  it  better  as  a 
response  to  the  electorate.  It  is  just  something  that  everyone  has  to 
watch. 

I  think  a  small  increase  in  the  minimum  wage  would  basically 
have  no  effect  on  inflation  and  might  make  people  feel  better  and 
spend  more.  It  might  not  be  very  costly.  It  probably  would  bother 
people  in  the  financial  market  who  are  always  on  guard  against 
the  government  opening  the  door  to  inflation  and  it  might  take 
bond  prices  up  five  basis  points  the  day  you  did  that.  If  it  is  to  take 
it  up  to  $5,  $6,  $7,  $10  an  hour  minimum  wage,  the  economics  are 
you  would  create  more  unemployment  by  artificially  raising  wages 
above  the  equilibrium  rate  anjrway.  You  would  have  more  money 
but  more  unemployed. 

Chairman  Sabo.  Studies  were  made  of  the  last  increase  in  the 
minimum  wage  that  would  contradict  that. 

Dr.  Sinai.  The  last  one  wasn't  that  big.  Maybe  wage  rates  came 
down  a  lot. 

You  have  to  be  able  to  isolate  it  in  an  experiment  to  see  whether 
it  does — in  theory,  analytically,  if  you  set  any  price  above  what  is 
the  equilibrium  price,  you  are  going  to  have  at  that  price  less  quan- 
tity of  demand  than  you  have  supply.  You  are  going  to  have  an 
excess  of  supply. 

Chairman  Sabo.  I  want  to  follow  up. 

Mr.  Smith  of  Michigan.  As  long  as  you  don't  get  the  answer. 
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Chairman  Sabo.  To  me  the  most  fundamental  revolution  that  oc- 
curred over  the  last  15  years  is  the  change  in  the  way  the  income 
flows  in  this  country.  In  1978,  the  bottom  40  percent  in  our  society 
had  income  twice  that  of  the  top  1  percent.  Today  that  relationship 
is  50-50.  It  is  a  fundamental  revolution  of  where  income  flows. 

Dr.  Sinai.  That  is  a  different  issue. 

Chairman  Sabo.  No,  it  isn't. 

Dr.  Sinai.  An  income  distribution — I  understand  the  question. 
On  just  strictly  the  price  of  labor,  in  theory,  would  create  more  un- 
employment. On  the  issue  of  making  the  income  distribution  more 
equal,  if  you  used  the  minimum  wage  as  an  instrument  to  do  that, 
and  I  say,  yes,  raise  it  to  $6,  $7  if  you  want  to  kind  of  force  a  more 
equal  distribution  of  income  in  our  society  or  to  redress  what  you 
might  argue  was  the — were  the  inequalities  of  the  past,  yes,  raising 
the  minimum  wage  would  be  fine. 

Understand  when  you  do  that,  it  is  the  price  in  the  market  that 
is  above  equilibrium.  You  will  have  excess  supply.  You  could  raise 
unemployment  by  doing  that. 

Chairman  Sabo.  You  might.  I  happen  to  be  an  advocate  of  rais- 
ing the  rate.  What  I  have  also  discovered,  very  interestingly  in  our 
urban  area  is  that  some  of  the  fast  food  jobs  in  the  center  city  that 
pay  $5  an  hour,  if  you  go  to  a  suburb,  they  pay  $6.50  for  the  same 
job,  even  though  they  charge  the  same  prices.  To  me  probably  the 
most  devastating  thing  that  has  happened  to  center  cities  in  the 
last  15  or  20  years  is  the  change  of  the  wage  base,  the  relative 
wage  base  of  people  who  live  there. 

The  President's  program  deals  with  it  partially  by  increasing  the 
earned  income  tax  credit  which,  in  effect  is,  I  guess,  redistributing 
money  through  the  tax  codes  to  people  who  are  at  the  lower  end  of 
the  wage  scale.  But  in  our  society,  basically  your  semiskilled  serv- 
ice jobs  are  jobs  that  we  aren't  willing  to  pay  well. 

And  I  think  we  suffer  immensely  with  it.  I  hear  lots  of  my  col- 
leagues on  the  other  side  of  the  aisle  talk  about  empowering 
people.  I  fundamentally  agree  with  that,  but  I  think  the  way  you 
really  empower  people  is  let  them  have  a  decent  salary. 

A  person  shouldn't  have  to  deal  with  a  government  technician  to 
have  enough  money  to  pay  rent  and  buy  food  if  they  are  working 
full  time.  Today,  increasingly,  you  have  to  do  that. 

Dr.  Sinai.  Economists  would  probably  tend  to  say  that  the 
earned  income  tax  credit  is  a  better  mechanism  for  doing  that, 
since  it  works  more  through  the  market  and  the  tax  system  than 
setting  the  market  price.  But  setting  the  minimum  wage  a  little  bit 
higher  than  it  is  now  is  small  enough  not  to  do  any  of  the  harm 
that  I  described  theoretically  that  comes  from  setting  any  price. 

If  we  set  any  market  price  too  high  for,  quote,  unquote,  equilibri- 
um for  demand  and  supply,  then  the  higher  price  means  the  qual- 
ity demanded  is  less  and  the  higher  price  means  there  is  more  of- 
fered at  that  price  and  that  is  where  you  get  a  gap. 

So  if  you  start  and  you  force  the  minimum  wage  up,  then — up  to 
what  should  be  the  market  rate,  that  is  fine.  If  you  force  it  above 
what  the  market  rate  is,  then  you  are  going  to  get  a  gap.  What  is 
being  talked  about  is  not  big  enough  to  make  a  difference. 

Mr.  Smith  of  Michigan.  If  it  doesn't  make  any  difference,  then 
it  is  okay  to  do. 
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Dr.  Sinai.  I  think  $10  is  a  big  difference.  But  I  think  raising  it  a 
half  a  dollar  or  75  cents,  given  the  number  of  people  who  are  sub- 
ject to  that  now,  is — I  don't  think  there  is  anything  wrong  with 
that  at  all. 

Dr.  Chimerine.  Mr.  Chairman,  I  would  add  one  thing.  $4.25  to 
$4.75  wouldn't  bother  me.  The  truth  is  the  evidence  is  mixed  re- 
garding the  employment  effect  of  small  or  modest  increases  in  the 
minimum  wage,  and  you  can  probably  make  a  case,  really,  from 
the  evidence,  that  it  might  be  a  desirable  thing  to  do. 

Ten  dollars  is  a  different  story.  It  would  dramatically  increase  in- 
flation and  business  costs  and  spread  through  the  whole  wage 
structure  and  hurt  our  competitiveness  and  so  forth.  But  I  think 
the  issue  you  raise  is  a  little  more  complicated.  Because  the  prob- 
lem with  service  jobs  and  wages  for  these  jobs  in  the  inner  cities 
partly  is  an  issue  of  wage  discrimination,  and  partly  is  an  issue  of 
relative  scale  levels. 

And  I  am  not  sure  you  can  address  that  with  minimum  wage 
policy  or  even  the  income  credit.  I  think  you  raise  a  good  issue.  The 
modest  increase  in  the  minimum  wage  may  go  part  way  toward  ad- 
dressing it,  but  I  think  it  is  a  complicated  issue. 

Chairman  Sabo.  Most  things  are. 

Dr.  Chimerine.  That  is  true,  unfortunately. 

Dr.  NiSKANEN.  An  increase  in  the  minimum  wage  would  reduce 
the  variance  of  earnings,  but  not  necessarily  the  variance  of 
income.  It  throws  more  people  out  of  work;  it  actually  increases  the 
amount  of  people  with  no  earnings.  If  we  could  legislate  outcomes, 
we  could  have  done  it  a  long  time  ago.  Ten  dollars  an  hour  mini- 
mum wage  is  really  awful,  an  additional  50  cents  is  just  a  little  bit 
awful,  so  let's  do  it.  I  don't  understand  why  small  "bads"  are  not 
still  "bads,"  rather  than 

Dr.  Sinai.  The  answer  is:  The  world  is  gray  and  not  black  and 
white. 

Dr.  Chimerine.  And  it  is  not  linear  either. 

Chairman  Sabo.  Thank  you  very  much  for  being  here  today.  I 
am  sorry  not  more  members  were  here,  but  it  is  a  Monday,  and 
they  are  coming  and  going. 

Your  testimony  has  been  very  helpful.  Thank  you  very  much. 

Dr.  Chimerine.  Thank  you,  Mr.  Chairman. 

Dr.  Niskanen.  Thank  you. 

Dr.  Sinai.  Thank  you. 

Chairman  Sabo.  The  hearing  is  adjourned. 

[Whereupon,  at  4:32  p.m.,  the  committee  was  adjourned.] 
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